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PREFACE 


In the past two decades economic analysis has come to rely more and 
more on social accounting statements. At first they were conceived as 
measures of productiveness and the distribution of output among con¬ 
sumers, government, and investment at home and abroad. In this capac¬ 
ity they have been likened to profit and loss statements and balance 
sheets, by which business income and accretions in value are counted. 
Just as enterprises accumulate wealth for their owners, so also does a 
nation produce goods and services for distribution to its people. 

In their approach to maturity, however, the social accounts are invad¬ 
ing more extensive fields of analysis and are beginning to provide mate¬ 
rials for economic laboratories. What was an unproved theory a decade 
ago may be put to test a decade hence, and—if developments continue 
to be promising—the entire framework of economic thought will be 
grounded on a solid foundation of accounting data. 

While business statements record the activities of firms, the social 
accounts are devoted to larger sectors of society, such as consumers, 
foreigners, governments, or business enterprises as a whole. On the 
technical side, the two types of accounting are closely akin. In the first 
place, the basic relationships and rules of debit and credit developed in 
business accounts have been bodily transferred to accounting systems 
employed by economists. In the second place, the compilers of social 
accounts depend on business accounting reports, such as bank bal¬ 
ance sheets and corporate profit and loss statements, for much of their 
information. 

1 he consistency in application of business accounting principles to dif¬ 
ferent social accounts creates interrelationships among the latter that 
can be useful to economic thinking. For example, data from input-output 
tables can be readily converted into a national product account, which in 
urn can be reconciled to flow-of-funds accounts or to the balance of pay¬ 
ments. The ability to transpose figures from one set of accounts to another 
provides the economist with greater freedom than he could have if the 
social accounts were segregated into irreconcilable compartments. 

the cl0SG relationshi P among different accounting sys¬ 
tems has been largely ignored by professors of economics. It has been 
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customary to teach accounting on an ad hoc basis incidental to a variety 
of courses. Balance sheets and profit and loss statements are encountered 
in elementary economics courses or corporation finance. National income 
and product accounts appear in courses on fiscal policy and business 
cycles. Courses in money, banking, and monetary theory cover Federal 
Reserve statements and are beginning to explore the flow-of-funds ac¬ 
counts. Input-output tables are generally introduced only in advanced 
courses of economic theory. Balance of payments accounting is taken up 
in connection with courses in international trade. 

In many universities, accounting is recognized as a tool in economic 
analysis, and students concentrating in economics are urged or required 
to take accounting courses. Unfortunately, these are all too frequently 
the same introductory courses required of students preparing to become 
trained and practicing accountants. The student may learn how to record 
entries in journals and ledgers, which is of little practical value in eco¬ 
nomic problems, while on the other hand he learns nothing of the na¬ 
tional income and product account. 

This book is intended to cover accounting principles that are useful 
to economists, and to relate them to areas of economic thought. The 
student should be enabled to think in accounting terms and to follow 
disquisitions where accounting methods are employed, as they are in 
discussions of company reports, banking processes, balance of payments, 
national income, and the like. The author believes that accounting 
should occupy a place in economics similar to that of statistics. Each is a 
field in its own right, from which principles adaptable to economic studies 
should be extracted and taught separately. 

Both the business and social accounts are covered. Rather than make 
an exhaustive study of all transactions that might possibly affect every 
account, however, the purpose of this book is to equip the student with a 
general knowledge of accounting principles and statement structure. On 
reading a balance sheet or national product account, for example, he 
should recognize each and every item, should know the meaning it is 
intended to convey, and why it is shown separately. He should under¬ 
stand the relationships not only among items within a given statement, 
but also among those of different statements. The following accounts 
are covered with this end in view: 

Business accounts (of both corporations and unincorporated enterprises): 

Balance sheet 

Profit and loss statement 

Statement of earned surplus 

Statement of cost of goods manufactured 

Statement of sources and uses of funds 
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Statements of the monetary system: 

Statement of condition of Federal Reserve banks 

Statement of member bank reserves and related items 

Consolidated condition statement of banks and the monetary system 

Social accounts: 

National income and product account, and the following related 
accounts: 

Business income and product account 
Personal income and expenditure account 
Government receipts and expenditure account 
ResUof-the-world account 
Gross saving and investment account 

Balance of payments statement 
Input-output tables 
Flow-of-funds accounts 
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SELECTIVE READING 

For Students Already Trained in 
Business Accounting Principles 


In classes where the students have completed a basic course in business 
accounting principles, a different arrangement of material may be prefer¬ 
able to that set out in this book, which was prepared primarily for stu¬ 
dents with no accounting training at all. Unlike the novice, the student 
already equipped with accounting tools may study selected statements 
individually without the need to examine at every stage the manner in 
which they fit in the over-all scheme. The following material, when 
covered in the order indicated, presents a complete course in social 
accounting for students who have already had an introductory course in 
the business accounts: 

1. Introduction to economic accounting: Chapters 1 and 3 

2. National income and product accounts: Chapters 5 and 9; Chap¬ 
ter 10 (pages 146 to 155 only); Chapters 15 to 20 inclusive 

3. Flow-of-Funds Accounts and Statements of the Monetary System: 
Chapters 6, 11, 13 and 25 

4. Balance of Payments Accounting: Chapters 21, 22 and 23 

5. Input-output Tables: Chapter 24 

6. Conclusion: Chapter 26 

Note that this selection of material is recommended for the student 
who has had a course in business accounting and not for the student who 
feels he does not need one. The principles of business and social account¬ 
ing are so similar that much of the groundwork covered in connection 
with the former may be immediately applied to the latter, with resulting 
economies of effort. Likewise, the student who covers the social accounts 
in the manner in which they are taught in this book may learn the basic 
elements of business accounting statements with a minimum marginal 
effort. Their marginal utility to him would have to be extremely low for 
him not to want to do so. 
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INDIVIDUAL ENTERPRISE ACCOUNTS 
























CHAPTER 1 


ACCOUNTING AND ECONOMIC ANALYSIS 


Although accounting is many centuries old, its systematic use by 
economists in the measurement of wealth, income, and other aggregates 
is of relatively recent origin. The relationship between income and wealth 
was recognized as early as the thirteenth century by Genoese traders, who 
constructed a system of double-entry accounting around it. Income was 
recorded as one part of a transaction, and the accretion in wealth as the 
other. The first textbook on accounting, published in Italy in 1494, con¬ 
tains principles which have remained substantially unchanged for five 
centuries and which are still employed by large corporations, public 
utilities, and governments. Yet it was not until the twentieth century 
had dawned that the same accounting fundamentals were applied con¬ 
sistently to economic analysis for the same purposes: to measure income 
and increments in national wealth. 

This lengthy dormant state is not entirely the fault of economists. It 
i® far easier for a merchant to keep records of his own transactions than 
it is for researchers and statisticians to assemble data on the dealings of 
large numbers of other people. The main problem is that information on 
national aggregates or international economic relationships is originally 
compiled, in its raw form, largely by private persons and institutions for 
their own personal or business reasons. In general they are unwilling to 
reveal it to others and do so only when required by law, or when they can 
be persuaded that its use by the public will not harm their personal or 
business interests. 

Though this obstacle alone is formidable, there are additional diffi¬ 
culties. It is costly to collect data, and economic investigators cannot 
usually justify the outlay necessary to assemble large quantities of infor¬ 
mation for research alone. For the most part, they must rely on statistics 
collected by various government agencies or public institutions for other 
reasons. For example, the Securities and Exchange Commission publishes 
tne financial statements of corporations as part of its function in regu- 
a mg the exchanges, the Customs Bureau compiles import statistics to 
Help it m its tariff duties, the Federal Reserve Board and Treasury gather 
anking statistics to assist in the exercise of monetary control the 
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Internal Revenue Service collects data on incomes for tax purposes, and 
so forth. All these agencies and institutions make their findings available 
to the Office of Business Economics in the Department of Commerce, 
which publishes the national income and balance of payments statements. 
Economists had to await the development of these and similar institu¬ 
tions, both in the United States and abroad, before economic accounting 
could be born. 

But failure to make earlier use of accounting data in economic analysis 
should not be attributed to lack of supply alone. There is a demand aspect 
as well. Not until the present century did the world become so interde¬ 
pendent and economic ills so contagious that large blocs of data were 
imperative in their solution. The intensity of the great depression of the 
thirties and the emergence of the Keynesian belief that central policy— 
rather than automatic factors—alone would find the cure focused atten¬ 
tion on the necessity to measure the problem that needed to be solved. 

By the same token the postwar upheaval in international economic 
relations has brought recognition of the need to modernize balance of 
payments reporting. Just as a businessman, in deciding whether to 
increase production or alter prices, looks at the accounting statements of 
his enterprise, so diplomats and representatives of international agencies 
must inspect the accounting statements of countries to decide whether to 
revalue currencies, impose or lift trade restrictions, or embark on a pro¬ 
gram of domestic or foreign investment. 

It must not be thought, however, that the development of accounting 
is a cure-all for modern economics. No set of accounting statements, no 
matter how comprehensive or how conscientiously prepared, will provide 
the solution to any problem. It is not possible to substitute the gathering 
of statistical data for a reasoned economic analysis, nor can one add up 
any specific set of figures and automatically arrive at a policy-making 
decision. Once the social accounts have been sought and obtained, they 
represent the raw material for economic opinion. They provide the 
opportunity for analysis, but they must still be molded and shaped by 
intelligent and skilled thinkers. 

Furthermore, the opportunities they provide are woefully limited, for 
economic accounting is powerless to obtain the data that economists need 
most. The social accounts can tell us only what people and institutions 
have done; they cannot tell us their thoughts or what they intended to do. 
Economic analysis, on the other hand, requires constant comparison of 
people’s intentions with their accomplishments. If the seller wants $500 
for his product and the buyer will pay only $400, one of four decisions may 
be reached. The buyer may change his mind and pay more, the seller may 
change his mind and accept less, they may compromise at an in-between 
price, or the sale may not be concluded. The accounting statement tells 
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only which decision was made, not what the original desires or the 
alternatives were. 

This does not mean that the social accounts are not valuable. The 
economist is like the detective, who enters the room where the murder 
took place. He sees the body on the floor, the overturned chair, the telltale 
footprints. He interviews many people and finds out the habits of the 
deceased, who his enemies were, and he searches out a motive. Out of the 
ex post (after the fact) information, he gradually pieces together the story 
of what has happened, until the crime is solved. Even though social 
accounts are ex post, they are valuable documents in the discover}' of ex 
ante desires and intentions. But they must be studied in connection with 
related statistical series, such as price indices and movements in interest 
rates, and with the background of the country’s economic structure, its 
trade relations, the psychology of its people, and myriad other clues. 

One basic principle, in itself quite simple, acts as a common bond 
among all branches of double-entry accounting. This is the principle that 
every transaction is viewed in two ways. For example, a farmer selling 
eggs for cash records his transaction as both “a sale of eggs” and “a 
receipt of cash.” The financier who buys securities thinks of his accom¬ 
plishment as both “an acquisition of stocks and bonds” and “a reduction 
in bank balance” (the money used to pay for them). In each case there is 
both a “give” and a “take”—a quid pro quo. Every transaction is stated 
as an equation (e.g., “the value of eggs sold equals the value of money 
received for them ”); and the introduction of algebra to accounting makes 
for a flexibility useful to the economist. 

Even when there is no quid pro quo, the transaction may still be viewed 
in two ways. A man who inherits a home valued at §30,000, securities 
worth S50,000, and cash of §10,000 may truthfully make two separate 
statements to describe his good fortune. He may say, “ I have acquired a 
legacy of $90,000,” or he may say, “I have obtained a house, securities, 
and cash,” listing separately the values of each. A person who donates 
$5,000 to a charitable organization may say either “I gave $5,000 to 
charity,” or “my bank balance is down $5,000.” To tell the whole story, 
he would disclose both halves of the transaction. 

Thus value of eggs sold equals money received, legacy equals value of 
home, securities, and cash received, donation equals reduction in bank 
balance, and so forth. The equational nature of every transaction exists 
whether the accounting involves a single individual, a giant corporation, 
or the international transactions of a country. Two very definite values 
enve from this algebraic form of accounting. The first is an internal con¬ 
sistency in any single set of accounts, since a whole scheme of interrela- 
lonships is established by the fact that any one transaction affects at 
east two accounts. The second—of more importance to the economist_is 
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the fact, that different systems of accounts may, if concepts are defined 
consistently, be added to each other to yield wide varieties of statements 
limited only by the ingenuity of the analyst and the amount of basic data 
compiled. 

This is particularly true of national income and product accounting and 
the balance of payments. The national product accounts cover trans¬ 
actions among different sectors of a country’s economy, such as between 
government and business, or between business and consumers. To make 
the picture complete, transactions among different (domestic) groups 
must be supplemented by transactions between those groups and the rest 
of the world. These transactions are recorded in the balance of payments. 
If both sets of accounts use consistent definitions and classifications, the 
economist can mold them together when his analysis calls for crossing the 
line from one into the other. 

Combinations of other, less closely related accounting systems have also 
yielded fruitful results. In the balance of payments of Venezuela, for 
example, the accounts of the all-important oil sector, which produces more 
than 95 per cent of national exports, were derived directly from the books 
and records of producing companies. 1 The integration of the two accounts 
was an algebraic process, in which one was added into the other. Had not 
the corporate and balance of payments accounting systems been derived 
from the same conceptual pattern, such a combination would have been 
theoretically impossible. 

Double entry is the common ingredient of all accounting systems in 
widespread use. But it is an abstract idea alone, and to be made practical 
must be clothed in a body of regulations governing the manner in which 
transactions are recorded. The rules of debit and credit supply this need. 
They are formulated in such a way that one side of each dual-nature 
transaction is a debit and the other a credit. Since each transaction is an 
equation, debit and credit values are necessarily equal, in both individual 
transactions and totals. Fortunately, the different branches of accounting 
have grown up with a consistent application of debit and credit rules, 
which are basically the same whether they be business, personal, national 
income, balance of payments, or flow-of-funds accounts. 

This book is designed for students of economics at a university level. 
It assumes no knowledge of accounting principles. Although it deals with 
accounting entries, it does not tell how to keep books. The student inter¬ 
ested in learning how to make original entries in cash books, sales regis¬ 
ters, and general journals, how to post to ledgers and strike off a trial 
balance, should read one of the many texts in business accounting, for he 
will find none of that here. Nevertheless this book does deal—from 
beginning to end—with the basic entries that affect accounting state- 

1 See International Monetary Fund, Balance of Payments Yearbook, vol. 5. 
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ments. The national income and product account is not described until 
the student has worked up to it from the grass roots, in two directions. 
In the first place, he learns to make entries recording the transactions of 
the millions of persons and business enterprises in a country, to draw up 
their statements, and then to consolidate them into the social accounts. 
In the second place, he learns to make entries based on national aggre¬ 
gates. He prepares the national income and product accounts from a 
series of transactions recorded as if a national bookkeeping system 
existed. 

The social accounts are developed by a case method, in which the 
student starts with simpler accounting systems, such as those of a person 
(i.e., household accounts) and a sole proprietorship (e.g., a country 
general store). From these he works up through the accounts of a mercan¬ 
tile corporation and a manufacturing concern. In each case there is a 
series of transactions. The description of each transaction is followed by a 
discussion of the accounting principles concerned, and finally the entry 
recording it is given. At the end of the series of transactions, statements 
are drawn up. 

In the earlier chapters, these statements are modeled after three types 
of accounting systems. In the first place, the business accounts are shown. 
A business balance sheet, profit and loss statement, and statement of 
sources and uses of funds are prepared in the conventional accounting 
manner. In the second place, a series of statements modeled after the 
national income and product accounts is drawn up to portray the same 
transactions as the business statements. The saving and investment 
account is derived through rearrangement of the business accountant’s 
balance sheet into a framework of economic concepts, and the social 
accountant’s income and product account emerges from a similar refash¬ 
ioning of the businessman’s profit and loss statement. Both are patterned 
after the accounts the Department of Commerce publishes for the country 
as a whole. In the third place, a parallel series of statements depicts the 
flow-of-funds transactions. Only recently, through the pioneering work of 
professor Morris Copeland and further developments by the Federal 
Reserve Board, has a comprehensive set of flow-of-funds (or " money- 
flows ) accounts been prepared for the national economy. The transac- 
xons discussed in earlier chapters are arranged in national statements of 
sources and uses of funds, modeled after those published by the Federal 
Reserve Board. The business accountant’s and the economist’s statements 
oi hinds are so closely related that they are discussed together. 

preparation of social accounting statements for smaUer units than large 
sectors of the economy (such as business, government, households, etc) 

ment* ?L DSe a S - 6P mt ° the Unreal world - The and Product state- 

’ the saving and investment statement, and the flow-of-funds 
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accounts of a person or an individual business enterprise are not published 
anywhere. This venture into unreality has two purposes. In the first place, 
it provides the opportunity to discuss differences in concepts between the 
businessman and the economist. These become important when one 
recognizes that the social accounts are based largely on data originally 
calculated for business purposes and fashioned according to business con¬ 
cepts. They may be rearranged according to the concepts of economists, 
but it is impossible to redesign the scope of data originally reported. In 
the second place, it enables us to teach social accounting through con¬ 
solidated statements. Rather than as a statement in and of itself, the 
national product account is taught as a consolidation of its component 
parts. 

As the study progresses from the accounts of smaller units toward 
national aggregates, certain digressions are made, which appeared impor¬ 
tant to the author. In the chapter on cost accounting, time is taken to 
mention the relationship between business costs and economic theory, 
with special reference to marginal cost. A more significant digression 
takes us into the field of banking statements. 

Accounting statements are indispensable in a study of money and bank¬ 
ing. Ratios between reserves and deposits, movements in bank credit, and 
even the money supply itself are revealed on the consolidated balance 
sheets of banks. In a practical application of the accounting techniques 
he has learned, the student will derive a statement of member-bank 
reserves and related items from the consolidated balance sheet of the 
twelve Federal Reserve banks. 

Once the national product accounts have been developed as consolida¬ 
tions of statements for smaller units, they are viewed again from a differ¬ 
ent vantage point, through the medium of “aggregate entries.” The 
student is led through a series of transactions by businesses, governments, 
and persons, whose impact on the national product is described as if there 
were an over-all bookkeeper reckoning the accounts for the country as a 
whole. The discussion of accounting principles in connection with indi¬ 
vidual transactions is an application to national product accounts of 
techniques long used in the teaching of business accounting. 

The national income and product account is a focal point to which three 
other social accounting systems—balance of payments, flow-of-funds 
accounts, and input-output tables—are related. The balance of payments 
is an elaboration of one of the subsidiary accounts in the national product 
group (the rest-of-the-world account), which registers the extent to which 
domestic product is provided to foreigners and conversely the amount of 
foreign product acquired for domestic consumption or investment. The 
flow-of-funds accounts cover roughly the same transactions as the 
national product account, but they are viewed from a different perspec- 
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tive. All nonmonetary transactions are eliminated, and purchases and 
sales of the national product are related to changes in holdings of money 
and money substitutes by different groups. Input-output tables are a 
vertical development of the national product account, in which final 
product is treated as the end result of a series of technological and 
economic interrelationships among industries. They are a blueprint of the 
nation’s industrial structure, with various industries and consumers 
related to each other like a pieced-together jigsaw puzzle. 

Thus accounting statements cover the entire field of economic analysis. 
Business accounts are useful in partial equilibrium studies, in which 
attention is focused on decisions made on the level of the firm. Students of 
corporation finance, security markets, business organization, labor rela¬ 
tions, and government control of industry should consider a familiarity 
with accounting principles as part of their basic equipment. Statements of 
commercial and central banks and the flow-of-funds accounts provide the 
ingredients for studies of the nation’s monetary structure and the impact 
of fluctuations in money and credit on prices and other economic activity. 
The national product and related accounts, including the balance of pay¬ 
ments, are necessary implements in Keynesian economics, with its 
emphasis on saving, investment, consumer expenditures, and above all 
on national income and product. Finally, by assigning values to the 
variables of which general equilibrium theory is composed, the input- 
output tables store a wealth of information applicable to economic 
studies over a very wide and practical range. 


THE ACCOUNTING UNIT 

Any accounting system is of value only in so far as it presents certain 

facts and relationships, properly classified and correctly captioned, and 

fashioned so as to be of sufficient interest to justify the effort expended in 

its preparation. The test of significance of a system is the usefulness of 

its statements in the analysis of certain conditions, the solution of certain 

problems, or the portrayal of facts of general interest. Thus accounting is 

not an end in itself but rather a tool for carrying on the daily work of the 

economic analyst, businessman, banker, financial expert, or a multitude 

of other interested persons. Just as a carpenter’s hammer must be shaped 

and weighted so that it will easily drive a nail, so also must an accounting 

system be molded and designed as a useful implement in carrying out 
certain tasks. 

There are many facts of interest to an economist, but exactly which 
interest him most depends on the type of work in which he is engaged. 
The economist studying the effects of rural electrification on the standard 
of living of people in the Tennessee mountains is interested in essentially 
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different facts from the economist studying the balance of payments of 
the sterling area. Likewise, an economist doing research on the progress 
of the Russian steel industry wants different information from one study¬ 
ing the impact of interest rate policy in the United States. The same is 
true of businessmen and financiers. The executive making up his mind 
whether to finance the expansion of plant through a bond issue or through 
reinvested earnings needs different facts and figures from the engineer 
determining the relative efficiencies of two machines; and the banker 
making up his mind whether to grant a loan needs information that might 
be relatively useless to a businessman trying to decide which of two mar¬ 
kets to exploit. Since a large variety of information is needed for the many, 
many different types of analyses constantly under consideration, the 
organization of accounting data in such a way that their utility is greatest 
becomes indeed complicated. 

Nevertheless, the problem is eased by the fact that many series of data 
serve widely varying purposes. Fluctuations in the national income, for 
example, interest a person studying inflationary and deflationary pres¬ 
sures or problems of financing a wartime economy, or may concern an 
analyst determining the effects of trade agreements, tariffs, a new oil dis¬ 
covery, or nationalization of an important industry. Likewise business¬ 
men are interested in such quantities as sales, cost of goods sold, and net 
operating profit for a large number of reasons, including price policy, 
whether to expand or contract operations, which products to promote, 
and a variety of other business decisions. 

It may be that accounting data presented in such a way as best to serve 
the interests of one analyst are somewhat different from those that would 
be best adapted to another. One may be interested in gross saving and 
investment, while another is concerned more with the net asset formation 
of a nation. The two sets of data overlap, but it is possible to prepare a 
statement so that each may extract the information he wishes and classify 
it in the way most useful to his purpose. An accounting system is not a 
failure if it does not present data in a way that will most please everyone, 
but it is a failure if its accounts do not enable the greater part of persons 
interested in them to glean facts for a variety of problems. 

An accounting system is the means by which economic transactions are 
recorded, combined, and summarized. The first prerequisite of such a 
system is a unit—either a person, a business enterprise, a group of business 
firms, all the people living in a certain geographic area, such as a nation or 
a continent, or a similar body—whose transactions with other units arc 
sufficiently significant to make their recording worthwhile. In business 
accounting, the unit is normally a single enterprise, whose transactions 
are of interest to owners, creditors, and sometimes to local authorities or 
others. But the unit may also be a group of enterprises that have a com- 
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mon ultimate ownership (such as a parent company and its subsidiaries) 
and that have similar or related economic functions, so that an under¬ 
standing of the transactions of a single member cannot be gained without 
inspecting the transactions of the group as a whole. 

Likewise, in national income or balance of payments accounting, the 
unit consists of all the residents of a country. Residents are bound together 
by a geographical affinity, common laws and customs, trading practices, 
and certain economic movements that affect the welfare of all. An 
economic investigator may be interested in the effect of a local inflation 


on the amount of goods that residents as a whole sell to foreigners or buy 
from them. Since all residents share to some extent in its effects, their 
total transactions become a significant variable to this investigator. Thus 
it is the common play upon all residents of certain forces, economic or 
otherwise, that makes them a significant accounting unit in measurements 
of the national income or balance of payments. 

Conversely, different economic, political, and social factors affecting 
different persons or groups would indicate that an accounting for their 
transactions in a single unit is of little value. An investigator would find 
little use for a summary statement of the national income of a geographic 
group combining Thailand, France, Nigeria, and Argentina. He would not 
be able to interpret data in relation to familiar movements or occurrences, 
since the independent variables to which they could be related are differ¬ 
ent for the different areas involved. On the other hand, a national income 
statement for Burma, Thailand, Indochina, and Malaya as a group would 
be more sensible. The climates of these countries are similar, they have 

many products in common, and certain social and economic forces have 
similar impacts on them. 

Nevertheless, the countries just mentioned, although homogeneous in 
many ways, are still sufficiently different from each other to cause some 
investigators to want separate data on each. They have different political 
ties, different cultural and national backgrounds, different access to the 
sea, different quantities of certain raw materials and mineral resources, 
mountains separating them, and different currencies. We may conclude 

at for national income purposes the individual country is a significant 
accounting unit. 


I ®rr Smen haVG the Same fl uestion of selecting a unit of account. The 
late William Randolph Hearst was the owner of a large empire of economic 

en erpnses, consisting of mines, ranches, antiques and art treasures news¬ 
papers magazines, and radio stations. An accounting statement showing 
ft* total earnings from all sources would be of interest to those who 

but H t ST f Uch m ° ney William ^ndolph Hearst was earning, 
in h ? Uld Sh , ed htt e hght on the effecti veness of business organization 
Cn type of enterprise. In such a statement, the item “income from 
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sales” would be a conglomeration of income from sales of newspapers, 
magazines, art treasures, ranch products, and others. The economic forces 
causing fluctuations in the value of sales and other accounts are different 
for the different types of business, and a combination of economic 
activity whose only common element was ownership by William Randolph 

Hearst would not be a very significant unit. 

On the other hand, the newspaper group of the Hearst enterprises 
presents many elements in common. From the San Francisco Examiner to 
the New York Daily Mirror they are governed by a common policy, serve 
the same type of readers, and may be expected to respond in similar 
fashion—in volume of sales as well as editorial comment—to outside 
independent variables. Thus all the Hearst newspapers become a signifi¬ 
cant accounting unit, all the Hearst magazines another, and so forth. 

Another factor affecting the selection of a unit of account is the avail¬ 
ability of data. In business accounting this is usually no problem, for 
businesses can ordinarily arrange their accounting systems to show any 
information related to their operations that they wish. But in social 
accounting, where statements must be derived from statistical series 
originally designed for different purposes, the question of whether data 
can be found looms larger. It might be desirable to publish an annual 
balance of payments statement for Southern states. Persons studying the 
problems of industrialization of the South, differential railroad rates 
between South and North, the implications of lower educational appropri¬ 
ations in the Southern than in the Northern states, or even such social 
questions as racial discrimination might be greatly interested in the bal¬ 
ance of payments of the South, and particularly in a bilateral statement 
showing its relationship with the North. But there are no customs houses 
to gather information on trade flowing between North and South, and 
banks do not normally publish separate figures for the accounts of 
Northern and Southern clients. The data are just not available for a 
systematic and informed compilation on a continuing basis. Those inter¬ 
ested in these questions must make studies of their own, designed and 
adapted to their own purposes. 

In summary, an accounting unit is a person, business, governmen , 
group of persons or businesses, or other economic entity which is capable 
of carrying on transactions with other units and whose transactions are ot 
sufficient interest to justify the cost of accounting for them. The accounts 
must ordinarily provide information adaptable to a variety of purposes 
and useful to many types of business decisions or economic analysis. Ihe 
transactions in which the unit engages must have a certain homogeneity, 
such as a common response to outside variables to which t ey ma Y e 
intelligently related in a consistent way. A single individual (or other 
entity) may be split into two (or more) accounting units if he engages in 
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two (or more) types of transactions, each of which contains homogeneous 
movements within itself but which has little in common with the other. 
For example, a person playing the dual role of businessman and consumer 
may need one system of accounts for himself as businessman and another 
as consumer. Conversely, groups of persons, businesses, and governments 
constitute significant accounting units if all the component parts of any 
one unit are sufficiently homogeneous. 

Homogeneity is defined in terms of the reasons for which accounts are 
kept. An exporter of cotton and a bank would not consolidate their 
accounts into one unit because they represent diverse types of trans¬ 
actions. However, if they were both residents of the same country, then 
their accounts would be consolidated into the national income or balance 
of payments accounts of the nation. In broader economic aspects, such as 
participating in the same national economic policy or meeting similar 
political factors, they are homogeneous. 

In the ensuing chapters, the accounts of an individual, a sole proprietor¬ 
ship, a trading corporation, a manufacturing concern, and a central bank 
are covered in that order. After that, the unit is expanded to cover all 
residents of a country, and at that point the social accounts are unfolded. 



CHAPTER 2 


HOUSEHOLD ACCOUNTS 


Because personal transactions are simple and familiar, the household 
is the unit with which we may most profitably begin the principles of 
double-entry accounting. As we progress to consolidated accounts of large 
corporations or an entire country, we shall see that the same basic book¬ 
keeping principles apply. This chapter—which is not designed to teach a 
person how to keep his household accounts—is therefore intended to pro¬ 
vide the framework of accounting principles within which we can advance 
to more complex units. 

Before constructing any set of accounts, it is useful to consider what 
sort of questions they must answer. In so doing we shall not only deter¬ 
mine whether they are sufficiently useful to be created at all but also begin 
our quest of how they may be arranged so that the desired information 
may best be derived. Let us list some of the questions to which an indi¬ 
vidual might seek an answer through his accounting system. Among these 
would be the following: 

1. Am I living within my income? 

2. If so, am I doing more than that? That is, am I actually saving any¬ 
thing, and how much? 

3. If not, how am I financing my deficit? By drawing on past savings, 
by borrowing, or by relying on gifts? 

4. If I am financing a deficit, how long will this source of financing 
continue to be available? 

5. If I am saving, where are my savings going? Will they be sufficient 
for vacations, possibility of illness in the family, education of children, 
insurance, and the like? 

6. Perhaps, because of the future values I should like to purchase, I 
should increase my savings. I may want to buy a house, or a car. How can 
I increase my savings? 

7. Or do I have enough now to buy the house or the car? If I do, will I 
jeopardize other objectives? 

Myriad similar questions may come to mind, some of them varying 
with the individual, some of them common to almost everyone. Unques- 
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tionably the gravity of these questions—at least to the person concerned— 
makes the household a significant accounting unit. 

If a person had no accounting system, he would have to do separate 
research to answer each question. For the first, he would have to look 
through bank records of his salary deposits or (if he did not have an 
account) ask his employer how much had been paid him. In either case, he 
would rely on someone else’s accounting system, which had not been 
designed to provide all the information he would need. By counting up 
the money he had left over, he might determine how much he had spent, 
and by consulting the grocer, his landlord, and others from whom he had 
procured goods and services, he might determine roughly the channels into 
which his expenditure had gone. Such research may be time-consuming 
and inaccurate. It resembles, however, the way countries construct their 
national income and product statements and balance of payments. In 
these cases, no system of national bookkeeping has yet been devised, 
owing to the complexities of the accounts and the unavailability of some 
of the data. People do not have this excuse, however. Each one of the 
questions they would like to answer requires information they once 
possessed. 


One difficulty is that the individual does not know exactly what ques¬ 
tions he will meet in the future. But if he can find some trend of common 
information needed to answer all questions he can currently think of, 
there is every reason to suppose that the same information will be valu¬ 
able in the solution of problems not at the moment foreseen. Let us there¬ 
fore determine what minimum amount of data is needed to answer the 
questions already cited. 

All the questions may be summarized into four basic quantities: What 
do I have? What do I owe? What am I earning? How do I dispose of my 
earnings? The student would do well to consider other financial questions 
of an individual or a family and determine to what extent they could be 
answered with information on the above four quantities. It is not con¬ 
tended that these quantities are exhaustive of all data a person may need. 
Supplemental categories and additional breakdowns, and perhaps more 
information, may be useful for particular individuals in particular prob¬ 
lems. Rather, these four quantities are large categories, or wells of infor¬ 
mation, from which specific data may be chosen to meet a variety of 
circumstances. J 


Furthermore, the four questions are not unrelated to each other. The 
value of what I earn increases the value of what I have, which may also 
De increased by borrowing (increasing what I owe) or may be decreased 

ZZ^ P T°<V { earnin 6 s ‘ These relationships are formulated more 
precisely in the following equations: 
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(1) What I have (my assets) minus what I owe (my liabilities) equals 
my net worth. 1 

(2) What I earn increases what I have (my assets) without increasing 
what I owe (my liabilities), and therefore it also increases my net worth, 
according to equation (1). 

(3) Consumption of my assets (e.g., eating my food, wearing my 
clothes, etc.) diminishes what I have, thus also decreasing my net worth, 
according to equation (1). 

Let us examine these relationships in the case of Mr. A, a mythical man 
who has just finished college, has never earned money, but is now starting 
his first salaried position, at 86,000 a year. He owns no home, no car, or 
any belongings other than the clothing he is wearing but is blessed with a 
bank balance of $20,000, which he has just received as a legacy. Though 
he is burdened by a debt of 85,000, incurred to finance his college educa¬ 
tion, nevertheless his financial windfall enables him to marry, to purchase 
a house with a mortgage, to pay off part of his debt, and to invest in 
interest-bearing securities. During the first year the only record he kept 
of his financial affairs was his check book, in which he recorded receipts 
and expenditures of cash. At the end of the year he was curious to know 
how he had been faring financially, so he summarized his check book 
information in a statement shown as Table 2-1. 

“We’re not living within our income; we’d better start saving,” was 
Mrs. A’s first observation as she looked at the statement. Mr. A thought 
differently, however. He agreed that perhaps they had not been saving as 
much as they might, but he felt that the decline in the bank balance alone 
did not indicate that the A’s were running a deficit. He pointed out that 
other values had been purchased. Most prominent among these were the 
house and the car. He did not think of them as expenses of the year 1956, 
because they had not been consumed then. Mr. A’s idea of a decrease in 
net worth concerned the consumption of a value and not the expenditure 
of cash, which might be only a transfer from one value to another. 

The car and house were assets in Mr. A’s mind because they represented 
values acquired but as yet unconsumed. Future consumption is implied in 
the word “asset.” Cash is also an asset, not because the dollars themselves 
are to be eaten or worn, but because they represent a claim against other 
people’s goods. Whether the dollars are in one’s pocket or in the bank is of 

i “Net worth” is often referred to as “capital” or “capital stock and surplus” in 
business accounting terminology. Despite a tendency in accounting literature to use 
the latter terms more frequently, “net worth” appears more appropriate in a work 
directed primarily to an audience of economists and students of the liberal arts. 
“Capital” is employed in economic literature in a manner quite different from the 
usage of business accountants, whereas "net worth” has a single meaning and avoids 
the necessity of a definition every time. 
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little significance to the accountant, since the two are readily interchange¬ 
able. The term “cash” covers both. 

In order to explain to his wife why they had saved even though their 
cash balance had diminished during the year, Mr. A set up a statement of 
his net worth at the beginning of the year and then showed Mrs. A that 
not all expenditures thereafter had diminished net worth. He explained 


Table 2-1 

Statement of Mr. A’s Checking Transactions, Year Ended 

December 31, 195G 

Cash on hand and in bank, Jan. 1, 1956 $20,000 

Receipts: 

Salary $6,000 

Interest from securities 150 


Total receipts 6,150 

Total cash available during year S26,150 

Disbursements: 


Cost of house $15,000 

Less: Mortgage 10,000 


Net expenditure on house $5,000 

Honeymoon expenses 750 

Payment of principal on college debt 2,500 

Cost of car 2,000 

Outlays for operation of car 100 

Clothing 1 ,000 

Purchases of food 1 ,000 

Amusements 500 

Property taxes 250 

Furniture 2,000 

Purchase of securities 2,500 

Interest payments 400 

Miscellaneous 1 ,000 

Total expenditures $19,000 

Cash on hand and in bank, Dec. 31, 1956 $ 7,150 


that the consumption of a value is not necessarily synchronized with the 
expenditure of cash. Sometimes the expenditure and the consumption 
come so close together that there is little reason to distinguish between 
them. For example, when Mr. and Mrs. A purchased a movie ticket at 
eight o’clock, they had acquired an asset (the as-yet-unconsumed value 
inherent in the right to see the film), but they consumed it between eight 
and ten, so soon after the purchase that they could ignore the difference 
in time. On the other hand, when they paid §2,000 in cash for a car, they 
were acquiring a value that would last for some time. If this expenditure 
had diminished their savings by $2,000, they would surely have had cause 
or alarm: nine more days of living on such a scale would have made them 
bankrupt! It was better to think of the car as an investment in an asset. 
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So Mr. and Mrs. A began the analysis of their accounts by a statement 
of net worth on January 1, 1956. It appeared as follows: 

MR. A 

Statement of Net Worth, January 1, 1956 
Assets: 

Cash on hand and in bank $20,000 

Liabilities: 

College debt 5,000 

Net Worth (assets minus liabilities) S15.000 

This statement is called a balance sheet, because it is often presented as 
two balancing quantities. For if assets minus liabilities equals net worth, 
then (by algebraic transposition) assets equals liabilities plus net worth. 
The rearranged statement reads as follows: 

MR. A 

Balance Sheet, January 1, 1956 

Assets Liabilities and Net Worth 

Cash on hand and in bank $20,000 College debt S 5,000 

Net worth 15,000 

Total S20,000 Total $20,000 

The balance sheet is a statement of the financial condition of the 
accounting unit at a given moment of time. It states the equation referred 
to above, that what I own (my assets) minus what I owe (my liabilities) 
equals my net worth. Presented in another way (as in the statement 
immediately above), the balance sheet equation says: 

ASSETS = LIABILITIES + NET WORTH 

This is called the fundamental accounting equation, and the rules of 
double-entry bookkeeping are based on it. But it is really a definition 
rather than an equation. The net worth of an accounting unit is defined 
as the excess of assets over liabilities. 

An asset is any value owned by the accounting unit (in this case Mr. A). 
Assets have value because either they may be consumed or they represent 
claims on consumable values. There are two types of assets. A real asset 
has intrinsic value, such as a house, a car, or a suit of clothing. An asset 
claim, on the other hand, is exercisable against another person or persons 
to obtain consumable values. A So bill has no intrinsic value (other than 
the paper on which it is printed), but it is a claim against consumable 
goods and services valued at So. 

A liability is any value owed by the accounting unit. No liability ever 
has intrinsic value; it is always a claim. Furthermore, every liability of 
one accounting unit is an asset (claim) of another. While the S5 bill is an 
asset of its holder, it is a liability of the U.S. Treasury or Federal Reserve 
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bank. If an individual borrows from a bank, he has a liability (obligation 
to pay) to the bank. The bank, on the other hand, has an asset claim 
against him. 

In the days of the Renaissance, Genoese and other Italian traders 
carrying on merchant ventures throughout the world recorded their trans¬ 
actions in a double-entry form quite similar to the system that Mr. A will 
use in the current chapter. If a Genoese trader sold goods without 
receiving immediate payment, he would enter the word “he owes” 
(referring to the buyer who had not yet paid his bill), and then would 
write the value of the merchandise sold. Since he kept his accounts in 
Latin, he used the Latin equivalent of “he owes,” which is “debit.” And 
to this very day, a new asset, or an increase in an old one, is entered on the 
records of an accounting unit as a debit. 

Likewise, if the Genoese trader contracted a debt, such as through the 
purchase of merchandise for which he had not yet paid, he would write 
on his books the word “he trusts” (referring to the merchant who had 
faith that the debt would be paid), followed by value of the merchandise 
bought. The Latin equivalent of “he trusts” is “credit”; and thus was 
established the custom of recording new liabilities, or increases in old 
ones, as credits. 


When Mr. A set up his balance sheet, he used the same terms that the 
Genoese merchants had used. Since cash on hand and in bank is a claim 
against either the note-issuing authority or the bank, Mr. A wrote, debit 
cash, §20,000. At the same time he wrote, credit college debt, $5,000, since 
the person who had loaned him that amount had expressed a trust in him. 
But Mr. A went farther than the original meanings of debit and credit and 
also recorded his net worth as a credit, hie did this for only one reason: 
that modern accounting systems, based on the fundamental accounting 
equation, have adopted the rule that debits and credits shall always be 
equal. The contra-entry to a debit must be a credit, and vice versa. 

Since the balance sheet is an equation, any change in one quantity must 
be associated with a change in another. If a value on one side of an equa¬ 
tion is increased, either another value on the same side must be decreased 
or a value on the opposite side must be increased; otherwise the equation 
mU not remain in balance. The rules of debit and credit are so arranged 

that every time one change is entered as a debit, the contra-change will 
be a credit, and vice versa. 

S2n nnn ^ A ,f * U ? !“ S opening balanc e sheet, he entered debit cash, 
*20,000, credit college debt, $5,000, and credit net worth, $15,000 From 

t0 make a Partial statement of the rules of debit and 

m an aSS6t is recorded b ^ a an increase in a 

bihty by a credit, and an increase in net worth by a credit, as follows: 

(Increase, debit) (Increase, credit) (Increase, credit) 

ASSETS = LIABILITIES + NET WORTH 
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When Mr. A received his income ($6,000 cash from his salary and S150 
cash as interest on his security investments), these payments affected two 
balance sheet accounts. His assets (cash) were increased, and—since there 
was no corresponding increase in liabilities—his net worth was increased. 
If we disregard for the moment his expenditures, the income transactions 
alone would have transformed his balance sheet into a statement of the 
following values: 

Assets Liabilities and Net Worth 

Cash on hand and in bank $26,150 College debt $ 5,000 

Net worth 21,150 

Total 826.150 Total $26,150 

The entry to record this transformation is a debit to cash (increasing 
an asset) of S6,150 and a credit to net worth (increasing it) of an equal 
amount. Although it is beyond the scope of this text to demonstrate the 
method of making entries in a set of books, it is convenient to know the 
general form of stating an entry. The debit is conventionally written first 
and at the margin; the credit follows, and is indented. Thus the present 
entry is written as follows: 

Debit Credit 

Cash G,150 

Net worth 6,150 

Let us now examine the purchase of the house. Mr. and Mrs. A returned 
from their honeymoon on July 1, 1956, and title to their home passed to 
them on that date. At that time, Mr. A explained, they had not consumed 
the house; instead, its purchase represented the transfer from one asset 
(cash) to another (house) with no effect on net worth. However, the value 
acquired (house, $15,000) was greater than the value sacrificed (cash, 
$5,000), because the bank had assumed a mortgage for the difference. 
Since the store of future consumption values amounted to S15,000, Mr. A 
entered this full amount as an asset and partially offset it by carrying the 
mortgage as a liability. 

The entry for this transaction is a debit to house (to increase an asset), 
a credit to cash (to decrease an asset) and a credit to mortgage payable 
(to increase a liability), as follows: 

Debit Credit 

House 15,000 

Cash 5,000 

Mortgage payable 10,000 

In this entry we have amplified the debit and credit rules to show that a 


Ae J & IC U it svrfsj rv Ofai y 
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decrease in an asset is recorded by a credit. The rules as we have covered 
them thus far stand as follows: 

(Increase, debit) (Increase, credit) (Increase, credit) 

ASSETS = LIABILITIES + NET WURTH 

(Decrease, credit) 


When effect has been given to this entry, the balance sheet reads as 
follows: 


Assets 

Cash on hand and in bank 
House 

Total 


Liabilities and Net Worth 

$21,150 College debt $ 5,000 

15,000 Mortgage payable 10.000 

Net worth 21,150 

S3G - 150 Total $3(j, 150 


The next item on Mr. A’s expenditure list was the cost of the honey¬ 
moon. 1 his, said Mr. A, was a value consumed, and therefore he was 
ready to credit cash (as a decrease in an asset) and debit net worth (to 
decrease it). Mrs. A, however, protested that the honeymoon had left her 
with memories she would cherish the rest of her life, and therefore she felt 
that the total value had not been dissipated. She would debit an asset 
(memories of the honeymoon) instead of decreasing net worth. 

The problem was indeed perplexing, because Mr. A would have to 
divide the $750 of honeymoon expenses between value consumed (decrease 

and vaIue remaining (increase in an asset), and when he 
asked Mre A what value she would place on her memories, she could only 
eply that it was infinite, and at least many times the $750 paid. Nor is the 
problem to be taken lightly, for it has its counterpart in business account- 
mg (as w!ll be seen m Chapter 4) in that business accountants must deter- 
the time P en °d in which values are consumed. Mr. A did what 
accountants usually do in handling this problem; he was conservative 
When it is not certain in which of two or more periods a value is consumed’ 

is to rr e ^ hat c ° nsum P tion to ° k p^e m the 

earhest of the disputed periods. In that way assets and net worth are 
never overstated. Following this rule, Mr. A decided that the honeymoon 
as over and had created no lasting values. Thus the decrease in cash 
tK VaS associated with a decrease in net worth rather than an increase 
entty ^ aSSGt ‘ dCblted net W ° rth and Credited cash 111 the following 


Debit Credit 
' v 750 


Net worth 
Cash 


760 
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This entry, by demonstrating that a decrease in net worth is recorded by a 
debit, adds to the debit and credit rules, which now stand as follows: 

(Increase, debit) (Increase, credit) (Increase, credit) 

ASSETS = LIABILITIES + NET WORTH 

(Decrease, credit) (Decrease, debit) 


After he had recorded this entry, the balance sheet read as follows: 


Assets 

Cash on hand and in bank 
House 

Total 


Liabilities and Net Worth 


$20,400 College debt $5,000 

15,000 Mortgage payable 10,000 

Net worth 20,400 

$35,400 Total $35,400 


The next item on the expenditure list was payment of half the principal 
of Mr. A’s college debt. This did not signal a reduction in net worth. In 
giving up $2,500 in cash, Mr. A relinquished a claim against future con¬ 
sumption but at the same time extinguished an obligation of the same 
amount. One action offset the other: he recorded a decrease in both assets 
and liabilities by a credit to the former and a debit to the latter. The 
entry follows: 

Debit 'Credit 

College debt 2,500 

Cash 2,500 


This entry, by demonstrating that a decrease in liabilities is recorded by a 
debit, completes the debit and credit rules, as follows: 

(Increase, debit) (Increase, credit) (Increase, credit) 

ASSETS = LIABILITIES + NET WORTH 

(Decrease, credit) (Decrease, debit) (Decrease, debit) 


Thereupon the balance sheet read as follows: 


Assets 

Cash on hand and in bank 
House 

Total 


Liabilities and Net Worth 


$17,900 College debt $2,500 

15,000 Mortgage payable 10,000 

Net worth 20,400 

$32,900 Total $32,900 


Mr. A continued down the list of expenditures, making a distinction 
every time between immediate consumption (debit to net worth) and the 
purchase of future consumption values (debit to an asset). The car, the 
furniture, and the securities were all future consumption values. He 
defined immediate consumption as being that which took place during 
1956. He was a bit puzzled as to how to treat the outlay for clothing. 
Following the strict accounting principle, he should have considered 



HOUSEHOLD ACCOUNTS 


23 


clothes as future consumption. If I buy a suit of clothes on July 1 that 
n'ill last about a year, he reasoned, and if I wear it until the end of the 
year, I should consider that half its value remains as an asset. But this is 
going to be very difficult. I shall have to count all my neckties, suits of 
underwear, my wife’s lingerie, and make similar calculations on the life of 
each and the extent to which it is worn out. The value of such reckoning is 
dubious. I won’t be far off in assuming that if I buy SI,000 of clothing this 
year and consume only S500 of it, I shall also have consumed another $500 
of clothing purchased last year and not recorded in this year’s expendi¬ 
tures. Thus, year in and year out, my consumption will average the same 
as expenditures. Rather than bother with cumbersome inventory taking 
and unreliable value judgments as to the extent of wear, I shall assume 
that clothing is all consumed during the year of purchase. Any inac¬ 
curacies will be so slight that I need not bother with them. In making this 
decision, Mr. A was applying an accounting principle that businessmen 
have used, consciously or not, for ages. Accounting is valuable only in so 
far as the results justify the efforts necessary to achieve them. Inac¬ 
curacies are permissible when the marginal value of strictly accurate 
accounts does not justify their marginal cost. 

Mr. A’s entries for the purchase of additional assets during the year are 
summarized below. Assets purchased are debited (increased) and cash (an 
asset) credited (decreased). 



Debit 

Credit 

Marketable securities 

2,500 


Car 

2,000 


Furniture 

2,000 



Cash 


6,500 


The balance sheet after this entry had been recorded read as follows: 


Assets 


Cash on hand and in bank 

$11,400 

Marketable securities 

2,500 

House 

15,000 

Car 

2,000 

Furniture 

2,000 

Total 

$32,900 


Liabilities and Net Worth 


College debt 

$ 2,500 

Mortgage payable 

10,000 

Net worth 

20,400 

Total 

$32,900 


Values purchased and consumed during the year, not recorded in previ¬ 
ous entries, covered outlays for operation of car ($100), clothing ($1,000) 
food ($1,000), amusements ($500), property taxes ($250), interest pay¬ 
ments ($400, representing the payment to the creditor of the college debt 
and to the mortgagee, to recompense them for waiting for payment of the 

the P rivil ege of not paying the debt in 1956 constituted part 
ot Mr. A s consumption), and miscellaneous items ($1,000), which totaled 
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$4,250. The entry recorded a decrease in cash (credit) and decrease in net 
worth (debit), as follows: 

Debit Credit 

Net worth 4,250 

Cash 4.250 

After this entry, Mr. A’s balance sheet appeared as follows: 


Assets Liabilities and Net Worth 


Cash on hand and in bank 

S 7,150 College debt 

S 2,500 

Marketable securities 

2,500 Mortgage payable 

10,000 

House 

15,000 Net worth 

16,150 

Car 

2.000 


Furniture 

2,000 


Total 

$28,650 Total 

$28,650 


Mr. A checked the cash balance on this latest balance sheet with the 
statement of receipts and expenditures from his check book, and finding 
that the two were in agreement at $7,150, he concluded that his calcula¬ 
tions were correct. Even so, he decided that this balance sheet was de¬ 
ceiving. He had acquired the house, car, and furniture all on July 1. It 
was now December 31, and he had been using these assets for half a year. 
Few assets (land is the notable exception) can be used without deterio¬ 
rating. Mr. A concluded that he had consumed part of his house, part of 
his car, and part of the furniture, and that he should consider only the 
unconsumed portion as his assets. The consumed portion had decreased 
his net worth. 

Mr. A could not make the entry on the basis of exact information, 
because he did not know to what extent the house, car, and furniture had 
depreciated (i.e., been consumed). But he estimated that the house would 
last fifty years from date of purchase, the car four years, and the furniture 
ten years, and he applied the proper proportions. At that rate, in half a 
year he had consumed Hoo of the house, or $150, of the car, or $250, 
and the furniture, or SI00. He recorded this consumption by de¬ 

creasing the asset values (credit) by the appropriate amounts, showing a 
corresponding decrease (debit) in net worth. The entry was as follows: 


Debit Credit 

Net worth 500 

House 150 

Car 250 

Furniture 100 


Table 2-2 is his final balance sheet at the end of the year. A comparison 
with the one prepared at the beginning of the year revealed that Mr. A’s 
net worth had increased from $15,000 to $15,650 over the twelve-month 
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Table 2-2 
MR. A 

Balance Sheet, December 31, 1956 


Assets 

Cash on hand and in bank S 7,150 


Marketable securities 
House: 

Cost 

Less: Consumed 
Remainder 

Car: 

Cost 

Less: Consumed 
Remainder 
Furniture: 

Cost 

Less: Consumed 
Remainder 
Total 


2,500 

S15,000 
150 

14,850 

S 2,000 
_ 250 

1,750 

S 2,000 
100 

1,900 

828,150 


Liabilities and Net Worth 
College debt $ 2,500 

Mortgage payable 10,000 

Net worth 1 5,650 


Total 


$28,150 


period. Thus, Mr. A reasoned, his saving had been $650, and the A family 
was living within its income. 


THE ACCOUNTANT'S WORKSHEET 

Although it is not the purpose of this text to demonstrate how to make 
detailed entries in accounting records, nevertheless some device for com¬ 
piling data is necessary so that the relationships among transactions and 
their effect on accounting statements may be understood. The worksheet, 
which business accountants use to summarize entries apart from the books 
in which they are originally recorded, is such a device. 

The accountant’s worksheet is an analytical mold for classifying data 
in different ways. In a sense it is like a Chinese abacus, a beadlike calcu- 
atmg device so simple that it teaches children to count but capable when 
operated skillfully, of computing highly complex mathematical values. 
1 he worksheet is only a piece of paper with a series of columns for figures. 
It requires no greater mathematical genius than an ability to add and sub¬ 
tract; but one must learn to add figures placed side-by-side as readily as 

!r°® e h| m a column - When operated by a person so skilled, a worksheet is 
capable of solving a theoretically infinite number of simultaneous linear 
quations, the number of equations and unknowns being limited only bv 
the number of columns and lines that will fit on the sheet. Since the bal- 

the ™ l n‘ S . an T ati ,° n and every entry “Seating >t also an equation 

val r, 13 the u ldeal t0 °‘ for Mr - A to compute the “unknown" 
values on his December 31 balance sheet. 
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It is theoretically possible to keep an entire set of books on a worksheet, 
but this is not ordinarily done because most accounting units have more 
transactions than will fit on a single sheet. However, the worksheet is the 
only bookkeeping device we shall use in this entire study. It is sufficient 
because only one or two examples of each type of transaction are necessary 
to illustrate most theoretical points. We avoid the laborious detail of 
learning how to keep books but nevertheless have a handy means of sum¬ 
marizing transactions. 

The entries that Mr. A put on his worksheet have already been covered. 
They are summarized in Table 2-3 so that the student may relate them 
readily to debit and credit rules. Until he is so familiar with these rules 
that the correct entry comes to mind automatically, the student should 
ask himself these questions in connection with every transaction: (1) What 
type of account is affected (asset, liability, or net worth)? (2) How is it 
affected (increase or decrease)? (3) Therefore, what will the entry be 
(debit or credit)? Table 2-3 shows how these questions are asked and 
answered. By studying it the student will prepare himself to use the same 
procedure in determining entries for transactions to be discussed in future 
chapters. 


Table 2-3 

Entries to Record Mr. A’s Transactions in 1956 


Account affected 

Type of account 

How affected 

Debit 

Credit 

(1) Receipt of salary, 36,000: 
Cash 

Asset 

Increased 

6,000 


Net worth 

Net worth 

Increased 


6,000 

(2) Receipt of interest income, 3150: 




Cash 

Asset 

Increased 

150 


Net worth 

Net worth 

Increased 


150 

(3) Purchase of house, value 315,000, cash paid 85,000, mortgage for the remainder: 

House 

Asset 

Increased 

15,000 


Mortgage payable 

Liability 

Increased 


10,000 

Cash 

Asset 

Decreased 


5,000 

(4) Payment of honeymoon expenses, 3750: 




Net worth 

Net worth 

Decreased 

750 


Cash 

Asset 

Decreased 


750 

(5) Payment of principal on college debt, 32,500: 




College debt 

Liability 

Decreased 

2,500 


Cash 

Asset 

Decreased 


2,500 

(6) Purchase of car, 32,000: 

Car 

Asset 

Increased 

2,000 


Cash 

Asset 

Decreased 


2,000 

(7) Outlays for operation of car, 

3100: 




Net worth 

Net worth 

Decreased 

100 


Cash 

Asset 

Decreased 


100 
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Table 2-3 ( Continued ) 



Account affected 

Type of account 

How affected 

Debit 

Credit 

(8) Purchase of clothing, SI, 000 (immediate consumption assumed): 


Net worth 

Net worth 

Decreased 

1,000 


Cash 

Asset 

Decreased 


1,000 

(9) Purchases of food, S 1,000: 
Net worth 

Net worth 

Decreased 

1,000 


Cash 

Asset 

Decreased 

1,000 

(10) Amusements, S500: 

Net worth 

Net worth 

Decreased 

500 


Cash 

Asset 

Decreased 


500 

(11) Property taxes paid, $250: 
Net worth 

Net worth 

Decreased 

250 


Cash 

Asset 

Decreased 


250 

(12) Furniture purchased, *2,000 

• 

• 



Furniture 

Asset 

Increased 

2,000 


Cash 

Asset 

Decreased 

2,000 

(13) Purchase of marketable securities, *2,500: 



Marketable securities 

Asset 

Increased 

2,500 


Cash 

Asset 

Decreased 

2,500 

(14) Interest payments, S400: 





Net worth Net worth 

Cash Asset 

(15) Payment of miscellaneous expenses, $1,000 

Net worth Net worth 

Cash 

(16) Depreciation of house, *150 
Net worth 

Allowance for depreciation 
of house 

(17) Depreciation of car, *250: 

Net worth 

Allowance for depreciation 
of car 

(18) Depreciation of furniture, $100: 

Net worth Net worth 

Allowance for depreciation 

of furniture Asset 


Asset 
Net worth 
Asset 
Net worth 
Asset 


Decreased 

Decreased 

Decreased 

Decreased 

Decreased 

Decreased 

Decreased 

Decreased 

Decreased 

Decreased 


400 


1,000 


160 


250 


100 


400 


1,000 


150 


250 


100 


i,.I* 1 Table 2-3 ,s turned that Mr. A did not credit “house," “car ” or 
furniture with the portion consumed, but rather used separate te’rmi- 

no °f m n, all ° WanCe f ° r depreciation ” of house > car, and furniture. He did 
ot employ a new account in so doing but instead divided the asset 

two parts ’ ,° ne to record c ° st (debit) and the ° ther to show 
Therefore 8 “alio Va f i Credi * ) ° n aCC0unt ° f the Portion consumed, 

account "h ^ de P, reolatlon of house” is part of the asset 

preserve the • f. r de thls dktinction heeause he wanted to 
preserve the ongmal cost values, which he would need for income tax and 
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other purposes, and at the same time to show the portion consumed. By 
knowing the two values, he could always arrive at the unconsumed portion 
by subtracting allowance for depreciation from the original cost. An 
account, like “allowance for depreciation,” that qualifies the balance in 
another account is called a valuation account. 

Mr. A set up the balance sheet of January 1, 1956, in the first two 
columns of the worksheet shown as Table 2-4, the debits in column 1 and 
the credits in column 2. The totals were, of course, equal. He reserved the 
next two columns for his transactions, the debits in column 3 and the 
credits in column 4. These two columns therefore contain eighteen sepa¬ 
rate equations, the total of which is also an equation. 

The student is advised to check the entries individually from the above 
list to the worksheet, to make sure that Mr. A put each amount in the 
right place. To facilitate the checking, Mr. A numbered the entries, each 
debit and its corresponding credit bearing the same number as in Table 
2-3. Numbering in this way is an invaluable aid when a mistake is revealed 
by discovery that the totals of the two columns are not equal. The error 
can be located by checking each entry separately to determine whether its 
debits and credits are equal. 

The balance sheet on December 31 is obtained by cross addition. To 
the asset values on January 1, debits are added and credits subtracted. 
To the liability and net worth values at the beginning of the year, debits 
are subtracted and credits added. Cross totals are extended to columns 
5 and 6, which contain the balance sheet values on December 31. 


THE INCOME STATEMENT 

But Mr. A was not satisfied that the balance sheet or the worksheet 
either provided the easiest means of understanding the sources of his 
income or the uses to which it had been put. The balance sheet told him 
what assets, or vnconsumcd values, he had purchased but only a few of the 
values he had consumed. These were his house, his car, and his furniture. 
By comparing the allowance for depreciation of each of these assets at the 
end of the year with that at the beginning, he could determine consump¬ 
tion during the year. But the balance sheet alone would not tell him how 
much he had spent on rent, how much on clothing, how much on food, 
and how much on all the other values consumed during the year. 2 

Mr. A knew that the increase in net worth reflected the amount of his 
saving, which is the excess of income over consumption. However, the 

1 Even allowance for depreciation would not always measure consumption of dur¬ 
able goods accurately. If a durable asset was completely consumed, Mr. A would 
write it, and its allowance for depreciation, off the books entirely, in which case his 
measure of consumption would be lost. 
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Table 2-4 

Worksheet Showing Mr. A’s Transactions, Year Ended 

December 31, 1956 



Balance sheet, 
Jan. 1, 1056 


Debit Credit 


Cash on hand and in bank 20,000 


Marketable securities 
House 

Allowance for deprecia¬ 
tion of house 
Car 

Allowance for deprecia¬ 
tion of car 
Furniture 

Allowance for deprecia¬ 
tion of furniture 
College debt 
Mortgage payable 
Net worth 


15,000 


Totals 


1’ransaclions 
during 1956 


Balance sheet, 
Dec. 81, 1966 


20,000 20 , 


Debit 


6 , 000 ( 1 ) 

150 (2) 


Credit Debit Credit 


2,500 (13) 
15,000 (3) 


2,000 ( 6 ) 


2 , 000 ( 12 ) 


5,000 (3) 
750 (4) 
2,500 (5) 
2,000 ( 6 ) 
100(7) 
1,000 ( 8 ) 

1,000 (9) 
500 (10) 
250(11) 
2 , 000 ( 12 ) 
2,500(13) 
400(14) 
1.000(15) 


7,150 


5,000 2,500 (5) 


150(16) 


250 (17) 


100 (18) 


2,500 

15,000 


2,0 


2,00 


150 


250 


10,000(3) 
750(4) 6,000(1) 

100 (7) 150 (2) 


100 (7) 

1,000 ( 8 ) 

1,000 (9) 
500 (10) 
250(11) 
400(14) 
1,000(15) 
150(16) 
250 (17) 
100 (18) 


35 


100 

2,500 

10,000 

15,650 


28,650 
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knowledge that his saving was S650 was not enough to tell him the amounts 
of his income and consumption, since he had two unknowns and but one 
equation: income minus consumption equals S650. In order to know these 
two quantities separately, he had to analyze the changes in net worth. 
Debits to net worth reflect consumption (decrease in net worth) while 
credits constitute income (increase in net worth). Therefore, a listing of 
debits and credits to net worth would provide the answer. With this in 
view, he prepared Table 2-5, in which the numbers in parentheses refer to 
the entries in the worksheet (Table 2-4). 


Table 2-5 
MR. A 

Income Statement, Year Ended December 31, 1956 
Income (credits to net worth): 


Salary 

a) 

$6,000 

Interest from securities 

(2) 

150 

Total income 



Consumption (debits to net worth): 



Honeymoon expenses 

(4) 

S 750 

Operating cost of car 

(7) 

100 

Clothing 

(8) 

1,000 

Food 

(9) 

1,000 

Amusements 

(10) 

500 

Property taxes 

(ID 

250 

Interest expense 

(14) 

400 

Miscellaneous expenses 

(15) 

1,000 

Depreciation of house 

(16) 

150 

Depreciation of car 

(17) 

250 

Depreciation of furniture 

(18) 

100 


Total consumption 5,500 

Saving (excess of credits over debits to net worth) S 650 


This is a statement of saving; it is also called a statement of income and 
consumption, but it is better known simply as an income statement. Its 
counterpart in the accounting for a business unit is a profit and loss state¬ 
ment; in national income accounting a similar statement is called an 
income and product or an income and expenditure account. In the balance 
of payments it is the goods, services, and donations accounts. Mr. A’s 
income statement is therefore the prototype of other, more complex 
statements to be studied in later chapters. 

In order to have a worksheet with income and consumption data 
entered separately from balance sheet figures, Mr. A reorganized Table 
2-4. In the new worksheet, shown as Table 2-6, he entered movements in 
net worth not in the net worth account itself but on the lines following net 
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Table 2-6 

Worksheet Showing Mr. A’s Transactions, Year Ended 

December 31, 1956 



Balance sheet, 
Jan. 1, 1966 

Transactions 
during gear 

Income 

account 

Balance sheet, 
Dec. 31, 1966 


Debit 

Credit 

Debit 

Credit 

Debit 

Credit 

Debit 

Credit 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

Cash on band and in bank 

Marketable securities 

House 

Allowance for deprecia¬ 
tion of house 

Car 

Allowance for deprecia¬ 
tion of car 

Furniture 

Allowance for deprecia¬ 
tion of furniture 

College debt 

Mortgage payable 

Net worth 

Entries to net worth during 
year: 

Salary 

Interest from securities 
Honeymoon expenses 
Operating cost of car 
Clothing 

Food 

Amusements 

Property taxes 

Interest expenao 
Miscellaneous expenses 
Depreciation of house 
Depreciation of car 
Depreciation of furniture 
Net income (or saving) 

Totals 

S 'ri_ a__ 

20,000 

5,000 

15,000 

6.000(1) 
150 (2) 

2.500 (13) 
15,000 (3) 

2,000(6) 

2.000(12) 

2,500(5) 

750 (4) 
100(7) 
1.000 (8) 
1.000 (9) 
500(10) 
250(11) 
400 (14) 
1.000(15) 
150(10) 
250 (17) 
100(18) 

5.000(3) 
750 (4) 
2.500 (5) 
2,000(6) 
100(7) 
1,000 (8) 
1.000 (9) 
500 (10) 
250(11) 
2,000 (12) 
2.500 (13) 
400 (14) 
1,000(15) 

150(16) 

250(17) 

100(18) 

10,000(3) 

6.000(1) 
150 (2) 

750 

100 

1,000 

1,000 

500 

250 

400 

1,000 

150 

250 

100 

650 

6,000 

150 

7,150 

2.500 

15,000 

2,000 

2,000 

150 

250 

100 

2,500 

10,000 

15,000* 

650* 

20.000 

20.000 

15,650 

35,650 

6,150 

6,150 

28,650 

28,650 


• Thcee two amount* combined constitute the net worth on Dec. 31, 1950. 
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worth. On each line he described the nature of the entry. Thus the credit 
to net worth due to salary is described as “salary”; the debit to net 
worth for consumption of honeymoon values is described as “honeymoon 
expense,” and so on. In all other respects, the first four columns of Table 
2-6 are the same as those in Table 2-4. 

But Mr. A added two new columns. In making his cross additions, he 
entered the totals for consumption and income (movements in net worth 
during the year) in columns 5 (debit) and 6 (credit). He carried all assets 
and liabilities across to columns 7 and 8, respectively. He also carried net 
worth at the beginning of the year—without any changes—to column 8. 

Without the addition of a final item (net income, which equals saving), 
the balance sheet would be out of balance. Mr. A therefore entered the 
excess of credits over debits in the income columns (S650) as a credit in 
column 8. Net worth at the end of the year was thus shown as two items: 
its January 1 value (815,000) plus saving during the year (SG50). In order 
to make the income columns balance as well, Mr. A entered S650 as a 
debit in column 5. Thus his net income (debit in the income columns) is 
entered also as an increase in his wealth (credit to net worth in the balance 
sheet columns). 

By these accounting techniques Mr. A (1) separated the income account 
from the balance sheet, (2) provided a set of balancing entries (equal 
debits and credits) for each, and (3) indicated that net income (or saving), 
entered as a debit in the income account and credit in the balance sheet, 
is the link between the two. This link is the accounting recognition of the 
relationship between income and wealth, which was mentioned at the 
beginning of Chapter 1. 


SUMMARY AND DEFINITIONS 

Double-entry accounting is based on the balance sheet equation, 
according to which assets equals liabilities and net worth. An asset is any 
value owned. If it has intrinsic value it is a real asset; if its value lies in 
its acceptability in exchange for a real asset, it is an asset claim. A 
liability is a value owed, or a claim exercisable on the accounting unit by 
someone else. The net worth of any accounting unit is defined as the 
excess of its assets over its liabilities. 

Because assets, liabilities, and net worth are related to each other 
through an equation, it follows that any change in one must be associated 
with an equal and offsetting change in another. For example, an increase 
in an asset must be linked to a decrease in another asset, an increase in 
a liability r , or—failing either of the first two alternatives, then, by defi¬ 
nition—an increase in net worth. The debit and credit rules are so arranged 
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that one half of each transaction is recorded by a debit and the other half 
by a credit. They are summarized in the following table: 



Increase 

Decrease 

Asset 

Debit 

Credit 

Liability 

Credit 

Debit 

Net worth 

Credit 

Debit 


A person’s net worth is increased by his income. For example, if he 
earns cash, there is a debit to an asset (cash) offset by a credit to net 
worth, recording income. Conversely, a person’s net worth is decreased by 
his consumption. The asset consumed is credited and net worth debited. 
If the value consumed belonged to someone else, then a liability (obliga¬ 
tion to the other person) is ordinarily credited (increased) as net worth is 
debited. A person’s income (credits to net worth) minus his consumption 
(debits to net worth) is defined as his saving. 

1 he accountant’s worksheet is a convenient instrument for recording 
debit and credit entries so that the effects of many transactions are viewed 
at one time. Since the balance sheet is an equation and every entry also 
an equation (with equal debits and credits), the computation of values for 
accounting statements is often a matter of solving simultaneous linear 
equations on a worksheet. We used this means in the current chapter to 
derive an income statement and a closing balance sheet for an individual. 
All his equations were grouped into two sets of columns—income columns 
and balance sheet columns—each of which became an equation with one 
unknown (the amount of saving). By entering saving in both sets of 
columns, we brought the income and balance sheet equations into balance. 

the distinction between expenditure and consumption is fundamental 
to accounting. An expenditure is an outlay of cash, but it rarely coincides 
exactly with consumption of the value acquired. When an unconsumed 
value is purchased, an asset is debited. Upon consumption, the debit is 

to " et ; vorth < t0 diminish it), and the asset decreased by a 
credit. When Mr. A purchased his house, he debited an asset (house) As 
he consumed that house (depreciation), he credited the asset (through 
allowance for depreciation) and debited net worth. If a value is entirelv 
— d d d t f 8 fe «counting period (e.g., year, ta JhM 

L treated h u 6 Sak ° of ™'>'enienc<^ P urchase and consumption 
worth ^ S ' multan,:OUS ' and the debit is “tered immediately in not 


Saving is both the excess of income over consumption and the 


increase 
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in net worth. 3 A person’s investment is defined (differently by different 
economists and businessmen) in terms of his assets and liabilities. Since 
net worth, which records saving, is related—by the balance sheet equa¬ 
tion—to assets and liabilities, which record investment, it follows that the 
relationship between saving and investment may be pursued through an 
inspection of balance sheets and income statements. We shall do this (as 
a sort of digression, but an important one) in the next chapter. In Chapter 
4, we shall resume our progression toward more complex accounting 
units. 


PROBLEMS 


Problem 1 

William B was a junior at Valedictory College when his parents decided he 
should have experience in handling his own money and keeping his accounts. 
Mr. B, Sr., therefore provided William with an annual income of 82,500, from 
which he would be expected to pay all living expenses, clothing, tuition, transpor¬ 
tation, and cost of books, amusements, and incidental items. Since he planned to 
go to summer school in 19B, his income was budgeted over the fiscal year Septem¬ 
ber 1, 19A, to August 31, 19B, and this is the period for which accounts are kept. 

In prior years William B had accumulated savings of 8400, which he kept in a 
savings bank account. He also had 81,000 of securities received as a legacy from 
an aunt who had died last year. Therefore, on September 1, 19A, his balance 
sheet was as follows: 


WILLIAM B 

Balance Sheet, September 1, 19A 

Assete Liabilities and Net Worth 

Cash (savings account) $ 400 Net worth $1,400 

Securities 1,000 _ 

Total 81,400 Total SI.400 

William B’s transactions during the fiscal year, 19A-B, were as follows: 

(1) He received 82,500 annual income from his parents, paid in cash. 

(2) He received 850 interest and dividends on his security holdings. 

(3) He purchased a car at a cost of $650. Since he did not feel he should disburse 
more than his savings of $400, he financed the remainder through the bank. 

(4) He paid tuition, $800. (Note: The student should consider carefully 
whether or not a lasting value has been acquired). 

(5) He paid $50 of his automobile debt. 

(6) He purchased a radio for $75. 

»This is a rough definition. If a person’s net worth is changed by extraordinary 
circumstances such as the discovery of oil, or destruction of his property by hurricane, 
these movements are excluded from saving and dissaving. Furthermore, adjustments 
must be made for donations received and made. Our definition will assume a more 
refined shape in subsequent chapters. 
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(7) During the course of the year, he paid $80 for gasoline, oil, and other 
operating expenses of his automobile. 

(8) He purchased S500 of clothing. 

(9) He purchased $200 of books, which he considered would be of dubious value 
to him at the end of the academic year. 

(10) He paid $250 to cover expenses of dates, dances, and movies. 

(11) He was forced to pay a $16 fine for speeding. 

(12) He bought furniture for his college room at a cost of $100. 

(13) He received notice from his broker that he had an option to buy additional 
securities at less than the market price. He decided to take advantage of this 
option, and he invested $122. 

(14) He paid interest of $11 on his automobile debt. 

(15) He had various minor expenses, too small and too numerous to enter 
separately, which amounted to $175 in total. 

(16) At the conclusion of his fiscal year, William B estimated that his auto¬ 
mobile would last only one more year (for a total of two). 

(17) He estimated that his radio would last for four more years (or a total 
of five). 

(18) He estimated that his furniture would last two more years (or a total 
of three). 


Directions 

1. Prepare a table of entries, similar to Table 2-3, which answers the following 
questions: (1) What type of account is affected? (2) How is it affected? (3) 
Therefore, what is the entry? 

2. Prepare a worksheet similar to Table 2-6. 

3. Prepare an income statement and a closing balance sheet. 

Problem 2 

Mr. C was a prosperous businessman, with an annual salary of $40 000 His 
personal balance sheet on December 31, 1955, was as follows: 


MR. C 

Balance Sheet, December 31, 1955 


Assets 

Cash 

Cash surrender value of life insurance 
policy 

Marketable securities 
Automobiles 

hess: Allowance for depreciation 
House 

Leas: Allowance for depreciation 
Horses 

Leas: Allowance for depreciation 
Furniture 

Leas: Allowance for depreciation 
Total 



* 8,000 


32,000 


45,000 

$ 6,000 


558 

5,442 

$62,500 


2,500 

60,000 

$ 690 


365 

325 

$ 8,000 


2,100 

5,900 


$166,667 


Liabilities and Net Worth 
Bank loan $ 25,000 


Net worth 


131,667 


Total 


$156,667 
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Mr. C*s transactions during 1956 were as follows: 

(1) He received checks totaling $32,000 covering his annual salary of $40,000, 
less income tax payable at the source. 

(2) He paid life insurance of $987. In so doing, he increased the cash surrender 
value of his policy by $448. 

(3) He purchased food and clothing for himself and his family valued at $2,871. 
However, he disbursed only $2,600, because (a) he received discounts of $200 on 
the clothing and ( b ) he had an unpaid bill of S71 at the end of the year. 

(4) He received $2,642 interest and dividends on his security holdings. 

(5) He paid $2,180 for a rest-cure vacation for his wife. When it was concluded, 
his wife was feeling better than ever before, and it was clear that the value of the 
cure would last for many years to come. 

(6) He paid $3,100 in property taxes. 

(7) He paid $443 for repairs of furnace and general maintenance of house. 

(8) He built an additional wing on his house for $3,000. The wing was ready 
for occupancy on July 1, 1956. 

(9) He spent $2,190 for amusements and vacation for himself and his family. 

(10) Mr. C owned two horses, one 7H years old on January 1, 1956, which had 
originally cost $390 at the age of two. The other, ten years old at the beginning of 
the year, had cost $300 at birth. He considered that each horse would be “fully 
depreciated ” at the age of fifteen. On June 30, the ten-year-old horse died. (Noth: 
When an asset is scrapped or sold, it is necessary to write off, by a debit, the 
allowance for depreciation that has accrued on it.) 

(11) Furniture that had cost $300 was so worn that Mr. A gave it away to a 
charitable organization. Depreciation on this furniture had amounted to $285 
at the beginning of the year, and the remaining $15 is assumed to have depreciated 
during 1956. 

(12) The house, which had been purchased at the beginning of 1954, was 
assumed to have a total life of fifty years. The additional wing would, of course, 
last only as long as the house. 

(13) The furniture depreciated at a rate of 10 per cent of its original cost value. 

(14) Mr. C owned two automobiles. One, which had originally cost $2,000, 
was used for everyday driving. He planned to keep this one until it had been 
driven 100,000 miles, and he estimated that it would then be worthless. At the 
end of the year the car had been operated 55,200 miles. The other automobile, 
whose ownership was a matter of personal prestige for Mr. C, was purchased on 
January 1, 1956, for $4,000. He planned to trade it in on January 1, 1957, at an 
expected value of $2,200. 

(15) Because his cash balance was so high in the latter part of the year, Mr. C 
paid one-half the outstanding bank loan, plus SI,500 interest, and purchased 
S10,000 additional marketable securities. 

Directions 

1. Prepare a worksheet similar to Table 2-6. 

2. Prepare an income statement and a closing balance sheet. 



CHAPTER 3 


SAVING AND INVESTMENT 


Mr. A saved $650 in 1956. His saving is not reflected in his bank 
account, from which he withdrew $12,850 more than he deposited, but it 
is instead the increase in his net worth. Since net worth is only an account¬ 
ing concept, representing the relationship between assets and liabilities, 
it is in these latter accounts that we must look for the values that Mr. A 
has acquired. What we mean to ask is, “Where has Mr. A’s saving been 
invested?" 

Business accountants and economists are not agreed on their definition 
of investment. To the former, it consists of securities. This meaning is 
implied by Finney and Miller, who begin their chapter on “Investments” 
with the sentence, “The two principal classes of securities are stocks and 
bonds.” 1 Paton includes “stocks, bonds, notes, and other securities” as 
investment, and he implies that remaining assets are not to be so con¬ 
sidered when he writes, “ Investments, like other assets, should be recorded 
initially at cost. . . . ” 2 Business accounting terminology employs invest¬ 
ment in two senses: as the value of securities held on a given date, or as 
the value of securities acquired over a given period. The first concept is 
one of a “stock,” the second of a “flow.” 

Economists, on the other hand, have only a “flow” concept. Invest¬ 
ment during a given period is the excess of goods and services produced 
over those consumed. If Mr. A’s acquisition of marketable securities 
represents a share in a newly produced steel plant, economists would 
describe the production of blast furnaces and rolling mills, rather than the 
acquisition of securities, as investment. 

The economist’s definition is influenced by the fact that he thinks in 
terms of larger units than the individual. He would be double-counting if 
he included both Mr. A’s securities and the new steel plant in a compila¬ 
tion of the country’s gross investment. Since securities represent claims 
of one resident on another, the economist prefers to cancel asset claims 

>H A Finney and H. E. Miller, Principles of Accounting, Intermediate, 4th ed 
New lork, Prentice-Hall, 1951, p. 511. 

ell' ,. A " Paton < Essentials of Accounting, revised, New York, Macmillan 1949 
P. 573 (italics added). ' 


87 



38 


INDIVIDUAL ENTERPRISE ACCOUNTS 


against liabilities and to treat only increments in real assets as domestic 
investment. 

Nevertheless, the definition employed by the economist for the country 
as a whole may equally well apply to the individual. Mr. A’s production 
in 1956 was S6.150, including the value of both personal work performed 
(his salary) and services of lending (interest on securities). His consump¬ 
tion was So,500 (total debits to net worth). Therefore his investment— 
excess of production over consumption—was S650. By trading the product 
he had created for other goods, services, and securities, Mr. A acquired 
net new assets (i.e., net increase in assets minus net increase in liabilities) 
of S650. Just as the economist considers the net new assets of a country 
(e.g., its capital goods and inventory) as its national investment, so also 
may Mr. A define his net asset formation as his personal investment. 

Changes in the composition of Mr. A’s assets and liabilities during the 
year are shown on his comparative balance sheets, which are presented in 
Table 3-1. The first column shows values on January 1, the second, values 
on December 31, and the third column, the difference between the two. 
Items in parentheses are to be subtracted. 

Table 3-1 
MR. A 


Comparative Balance Sheets, January 1 and December 31, 1956 





Net increase 


January 1 

December 31 

( decrease) 

Cash on hand and in bank 

$20,000 

$ 7,150 

$(12,850) 

Marketable securities 


2,500 

2,500 

House 


15,000 

15,000 

Allowance for depreciation of house 


(150) 

(150) 

Car 


2,000 

2,000 

Allowance for depreciation of car 


(250) 

(250) 

Furniture 


2,000 

2,000 

Allowance for depreciation of furniture 


(100) 

(100) 

Total assets 

$20,000 

$28,150 

$ 8,150 

Liabilities and Net Worth 



College debt 

$ 5,000 

$ 2,500 

$ (2,500) 

Mortgage payable 


10,000 

10,000 

Net worth 

15,000 

15,650 

650 

Total liabilities and net worth 

$20,000 

$28,150 

$ 8,150 


In Table 3-2 the movements in Mr. A’s balance sheet accounts (taken 
from Table 3-1) are rearranged to emphasize investment as a residual. 
Gross investment consists of the net increase in assets before any depreci¬ 
ation allowances are deducted, minus the net increase in liabilities. Net 
investment is gross investment minus movements in depreciation 
allowances. 
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Table 3-2 
MR. A 

Investment Statement, Year Ended December 31, 1956 
Gross investment: 


Net increase in assets: 
Increase in: 


Marketable securities 

2,500 


House 

15,000 


Car 

2,000 


Furniture 

2,000 

21,500 

Decrease in cash 


12,850 

8,650 

Net increase in liabilities: 

Increase in mortgage payable 

10,000 


Decrease in college debt 

2,500 

7,500 

Total gross investment 


1,150 

Allowances for depreciation: 

House 

150 


Car 

250 


Furniture 

100 

500 

Net investment (net asset formation) 


650 


Mr. A’s net investment equals his saving. Indeed, the two concepts 
refer to the same quantity. For if 

1. Saving is the increase in net worth, and 

2. Investment is the net increase in assets minus net increase in 
liabilities, and 

3. Assets minus liabilities equals net worth, then it follows that: 

4. Saving equals investment. 

Saving and investment are but two perspectives from which the same 
quantity is viewed. Saving is the excess of income over consumption. The 
unconsumed income exists only in the form of some value (either an 
increase in assets, a decrease in liabilities, or a combination of the two), 
which is investment. 

Lord Keynes had this set of definitions in mind when he stated that 
saving and investment are equal. “So far as I know,” he writes, “every¬ 
one is agreed that saving means the excess of income over expenditure on 
consumption.”* The fact that he writes “expenditure on consumption” 
where we write “consumption” is a difference in terminology only. 
Keynes defines the purchase of an unconsumed asset as an “investor- 
purchase” and not a “consumer-purchase.” Thus, in Keynesian terms, 
Mr. A’s “expenditure on consumption” for the house was $150 (the 
amount of depreciation) and not $15,000 (the cost) or $5,000 (the cash 
payment). 

*J. M. Keynea, The General Theory of Employment, Interest and Money, 
New York, Harcourt, Brace, 1935, p. 61. 
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Keynes went on to define current investment as “the current addition 
to the value of capital equipment which has resulted from the productive 
activity of the period.” 4 He did not mention marketable securities, be¬ 
cause he was thinking of the net asset formation of the community as a 
whole (in which asset claims and liabilities cancel out). 

Hicks carries the concepts of saving and investment down to the level 
of the individual, but he defines investment as net real asset formation 
only, to the exclusion of asset claims and liabilities, and his saving and 
investment are therefore not necessarily equal. In Table 3-3, Mr. A’s in¬ 
vestment statement is revised in accordance with Hicksian definitions. 


Table 3-3 
MR. A 

Investment Statement, Year Ended December 31, 1956 

(According to Hicksian definitions) 


Net real investment Sources of real investment 


Gross increase in real assets: 



Net movement in claims: 


House 


15,000 

Net decrease in asset claims 

10,350 

Car 


2,000 



Furniture 


2,000 



Gross investment 


19,000 

Net increase in liabilities 

7,500 

Less allowances for depreciation: 


Total 

17,850 

House 

150 




Car 

250 



650 

Furniture 

100 

500 

Saving by Mr. A 

Net real investment 


18,500 

Sources of net real investment 

18,500 


“A particular person (or concern),” writes Hicks, “can plan to save 
more than he plans to invest, only if he plans to acquire . . . property of 
the non-material kind—property in securities. Similarly, he can only plan 
to invest more than he plans to save if he intends to diminish his holding 
of securities; which . . . includes issuing securities, creating securities 
against himself.” 6 

Mr. A has done the latter. On the left-hand side of Table 3-3 his invest¬ 
ment covers the net increment in his real assets (S18,500). T.he right-hand 
side indicates that he has saved SG50 and that the remainder of his invest¬ 
ment ($17,850) has been financed by movement in security holdings. 
Hicks includes cash in securities. Mr. A’s net decrease in asset claims con¬ 
sists of a reduction of cash of S12,850 minus an increase in marketable 
securities of $2,500. The net increase in liabilities (mortgage payable of 
$10,000, minus decrease in college debt of S2,500) is what Hicks refeis to 

as “creating securities against himself.” 

The real investment of the world as a whole is equal to its saving, but 
Mr. A’s net real investment is $18,500, which exceeds his saving (SG50) by 


* Ibid., p. 62. „ 

6 J. R. Hicks, Value and Capital, New York, Oxford 1946, pp. 182-183. 
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$17,850. Therefore it follows that others have acquired net real assets of 
S17,850 less than they have saved and that they have transferred title to 
this amount to Mr. A. These transfers have been effected through the net 
movement in claims. By acquiring marketable securities of S2,500, Mr. A 
provided others with the means of obtaining real assets in excess of their 
saving. Conversely, by assuming a mortgage of S10,000 on his house, he 
was able himself to acquire a real asset (the house) partly on the basis of 
saving done by someone else (the mortgagee). 

People make their saving available to others not only by lending, but 
also by accepting cash. Suppose Mr. X and Mr. Y have each produced 
$G00 of real assets, and this is the amount of their respective savings. 
Mr. X sells S200 of his goods to Mr. Y, thus enabling the latter to accumu¬ 
late real assets of $800, as opposed to Mr. X’s net accumulation of only 
$400. Mr. Y’s investment statement sIioavs a net decrease in asset claims 
(cash) of S200, which explains how his real investment (S800) has exceeded 
his sa\dng ($600). Mr. X’s statement, on the other hand, shows a net 
increase in asset claims of S200, Avhich explains how his net real invest¬ 
ment (S400) has been less than his saving (SG00). 

Both concepts of investment (including and excluding claims) have a 
place in economic analysis. Claims against foreigners, for example, are 
included alongside real assets in a compilation of the investment of a 
country because together they represent the excess of production by 
residents over consumption by residents. In formulating a price theory 
for a closed economy, ho\\'e\'er, Hicks found real investment a more con- 
A'enient variable. If Mr. A plans to invest (in real terms) more than he 
plans to save, he must count on others (say, Mr. B) to buy his securities 
(including accepting cash from him) or lend him the difference. Thus 
Mr. B must save more than his (real) investment in order to finance Mr. 
A’s excess of investment over saving. If, however, Mr. B does not plan a 
sufficient excess of saving to finance the excess investment planned by 
Mr. A, they will bargain Avith each other; and through that bargaining 
the prices of the real assets Mr. A wants to acquire and the securities he 
Avants to sell Avill change. 

In subsequent chapters, Ave shall refer to “investment” (gross or net) 
as the (gross or net) asset formation of the accounting unit under con¬ 
sideration. In the case of an individual or a business enterprise, this in¬ 
cludes claims as Avell as real assets. For an entire country, it covers real 
assets plus claims vis-k-vis foreigners (since interresident claims cancel 
against each other). When Ave speak of “real investment,” (gross or net) 
however Ave refer only to real asset formation (gross or net). “Net invest 
ment of any accounting unit is equal (by definition) to its saving; but 
its net real investment ” equals its saving plus or minus net movement in 
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Problem 1 

1. Prepare a statement of comparative balance sheets for William B on Septem¬ 
ber 1, 19A, and August 31, 19B. 

2. Prepare an investment statement for William B for the year ended August 
31, 19B, modeled after Table 3-3. 

3. Discuss, in your own words, the significance of each item on the investment 
statement, and the relationships among all the items. 

Problem 2 

1. Prepare a statement of comparative balance sheets for Mr. C on January 1 
and December 31, 1956. 

2. Prepare an investment statement for Mr. C for the year ended December 31, 
1956, modeled after Table 3-3. 

3. Discuss, in your own words, the significance of each item on the investment 
statement, and the relationships among all the items. 



CHAPTER 4 


PROPRIETORSHIP ACCOUNTING: I. THE TRANSACTIONS 


DEFINITION OF A SOLE PROPRIETOR 

After household accounts, the sole proprietor is the next step in our 
movement toward more complex and more significant accounting units. 
The man in business for himself is in many ways the simplest type of 
enterprise. He is the neighborhood grocer (before the days of super¬ 
markets), the shoe repair man with his own shop, or the stationery store 
on the comer. Any business owned and operated by one person is a sole 
proprietorship. 

So far as the law is concerned, the man and his business are the same. 
If the Adams Store—owned and operated by Mr. Adams—buys merchan¬ 
dise without immediately paying for it, Mr. Adams himself is responsible 
for the debt. Unlike a corporation, which can sue and be sued in its own 
name, the Adams Store cannot be brought into court to settle its obliga¬ 
tions, but a judgment can be handed down against Mr. Adams. Not only 
are debts of the enterprise also debts of the man, but any contract of the 
company is binding on the man; Mr. Adams is responsible even for the 
conduct of his employees in the ordinary course of business. 

For accounting purposes, however, it is well to separate Mr. Adams and 
his store into two units. The function of one is to earn a profit by pro¬ 
viding goods and services to its customers, while the other enjoys, with 
his family, the amenities of life made possible by that profit. The* store 
consumes goods and services for productive purposes, while the man and 
his family consume for the sake of enjoyment. To mix both types of con¬ 
sumption in the same income statement would create an array of accounts 
having little in common with each other. 

EXAMPLE 

, "S ^ pp °se that the personal balance sheet of Mr. Adams on Decern- 

Der l, 1954 , was as follows: 
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MR. ADAMS 

Personal Balance Sheet, December 1, 1954 


Assets 


Cash 

$ 5,000 

Securities 

90,000 

Personal effects 

8,000 

Automobile 

2,000 

Furniture 

2,000 

House and land 

30,000 

Other assets 

3,000 


Total 


Liabilities and Net Worth 
Net worth $140,000 


$140,000 Total 


$140,000 


Mr. Adams has enjoyed considerable success in his financial career to 
date. His balance sheet reveals a house owned free and clear, furniture, 
an automobile, and a comfortable list of financial assets. Together they 
made him feel able to finance a business of his own, and he decided to open 
a retail store. He sold $75,000 of his securities for that much in cash and 
purchased a plot of land for 810,000, with a building that cost 850,000. 
He allocated the remaining 815,000 proceeds of his securities to business 
cash (as opposed to personal cash of 85,000). He then prepared the follow¬ 
ing balance sheet: 


MR. ADAMS 

Personal Balance Sheet, December 2, 1954 


Assets 


Liabilities and Net Worth 

Cash 

$ 20,000 

Net worth 

$140,000 

Securities 

15,000 



Personal effects 

8,000 



Automobile 

2,000 



Furniture 

2,000 



House and land 

30,000 



Business building 

50,000 



Business land 

10,000 



Other assets 

3,000 



Total 

$140,000 

Total 

$140,000 


This balance sheet conforms with the legal concept of Mr. Adams and 
his business as one person, but it does not provide data for answers to 
economic and financial questions separately for the store and for himself. 
He decided therefore to carry the business cash, building, and land on a 
separate balance sheet under the heading, “The Adams Store.” This 
balance sheet appeared as follows: 
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THE ADAMS STORE 
Balance Sheet, December 2, 1954 

Assets Liabilities and Net Worth 

Cash $ 15,000 Net worth $75,000 

Building 50,000 

Land 10,000 _ 

Total S75.000 Total $75,000 


In setting up the balance sheet for his store, however, Mr. Adams was 
not willing to subtract outright the business assets and net worth from his 
personal balance sheet. To do so would indicate that his personal net 
worth had decreased $75,000, which was not the case. So Mr. Adams left 
his personal net worth as it was, and in order to strike a balance in his 
accounts, he substituted “investment in business” for the $75,000 he had 
removed from the asset side. His personal balance sheet then appeared as 
follows: 


MR. ADAMS 

Personal Balance Sheet, December 2, 1954 
Assets Liabilities and Net Worth 


Cash 

$ 5,000 Net worth 

$140,000 

Securities 

15,000 


Personal effects 

8,000 


Automobile 

2,000 


Furniture 

2,000 


House and land 

30,000 


Investment in business 

75,000 


Other assets 

3,000 


Total 

$140,000 Total 

$140,000 


It is clear from the above two balance sheets that the net worths of 
business enterprises and persons are not additive. An economist interested 
in the net worth of society as a whole would be deceived by adding the net 
worths of Mr. Adams and the Adams Store for a total of S215.000. The 
answer to this dilemma is a consolidated balance sheet, whose principles 
are basic to accounting for larger units composed of smaller ones. In this 
statement, the investment (on the personal balance sheet) is eliminated 
against the net worth of the Adams Store, and the remaining accounts 
are the same as appeared on Mr. Adams’s personal statement before he 

separated out the assets of the store. The consolidation process is shown 
below: 
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Mr. 

Adams 

Assets 


Cash 

5,000 

Securities 

15,000 

Personal effects 

8,000 

Automobile 

2,000 

Furniture 


House and land 

30,000 

Investment in business 

75,000 

Other assets 

3,000 

Building 


Land 


Total 

140,000 

Liabilities and Net Worth 

■DM 

Net worth 


Total 

140,000 


Adams 

Store 

Combined 

Elimina¬ 

tions 

Consoli¬ 

dated 

15,000 

20,000 


20,000 


15,000 


15,000 


8,000 


8,000 


2,000 


2,000 


2,000 


2,000 


30,000 


30,000 



75,000 





3,000 

50,000 



50,000 

10,000 



10,000 

75,000 

215.000 

75.000 

140,000 

75.000 

215,000 

75,000 

140,000 

75,000 

215,000 

75,000 

140,000 


Consolidated statements are an important aspect of business accounting 
and are the lifeblood of the social accounts. They will be further developed 
in later chapters, in connection with both branches of accounting. For 
now, we shall confine our interest to the balance sheet of the Adams Store 
alone, and to the business transactions that affect it. 

Since the balance sheet equation is the same, it follows that debit and 
credit rules for household accounts apply also to those of a business enter¬ 
prise. Assets are increased by debits and decreased by credits; liabilities 
and net worth are increased by credits and decreased by debits. The entry 
establishing the original balance sheet of the Adams Store is therefore as 

follows: 



Debit 

Credit 

Cash 

15,000 


Building 

50,000 


Land 

10,000 


Net worth 


75,000 


Since these three assets alone were insufficient for business operations, 
Mr. Adams purchased $4,000 of furniture and fixtures for the store, paid 
for from business cash. In so doing, he made no new investment, for he 
did not contribute any net additional asset to the enterprise. His personal 
balance sheet was unaffected, and the net worth of the store neither 
increased nor decreased. There has been only a shift in the composition of 
business assets: $4,000 less cash (credit) and $4,000 more furniture and 
fixtures (debit). The entry follows: 
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Debit Credit 

Furniture and fixtures 4,000 

Cash 4,000 

The balance sheet then appeared as follows: 

THE ADAMS STORE 


Balance Sheet, December 3, 1954 
Assets Liabilities and Net Worth 


Cash 

$11,000 Net worth 

$75,000 

Furniture and fixtures 

4,000 


Building 

50,000 


Land 

10,000 


Total 

$75,000 Total 

$75,000 


Owing to personal pressures on his household (e.g., Christmas shopping), 
Mr. Adams decided to withdraw $2,500 of cash from the store to replenish 
his personal accounts. This was quite legal, since the law recognizes the 
store’s cash as belonging to Mr. Adams. The accounting systems, how¬ 
ever, record a legally mythical transaction, in which business cash is 
diminished and personal cash increased. On the books of the store, there 
is a credit to cash. The contra-debit is entered in net worth, which has 
been decreased by Mr. Adams’s withdrawal. 


Net worth 
Cash 


Debit Credit 
2,500 

2,500 


After this transaction, the balance sheet appeared as follows: 

THE ADAMS STORE 
Balance Sheet, December 5, 1954 

Assets Liabilities and Net Worth 

Z 88 ®. $ 8,500 Net worth $70 500 

Furniture and fixtures 4,000 ’ 

Building 50,000 

Land 10,000 

Total 


$72,500 Total 


$72,500 


On further reflection, Mr. Adams decided that the store could not 
afford to lose the cash he had withdrawn, and therefore he borrowed 
$2,500 from the bank, signing a note payable in that amount. The increase 

m an asset (cash debit $2,500) is offset by an increase in a liability (notes 
payable, credit $2,500). The entry follows: ^ 
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Debit Credit 

Cash 2,500 

Notes payable 2,500 

The balance sheet then appeared as follows: 

THE ADAMS STORE 



Balance Sheet, 

January 1, 1955 


Assets 


Liabilities and Net Worth 

Cash 

$11,000 

Notes payable 

$ 2,500 

Furniture and fixtures 

4,000 

Net worth 

72,500 

Building 

Land 

50,000 

10,000 



Total 

$75,000 

Total 

$75,000 


This was the balance sheet on January 1, 1955, when the Adams Store 
was ready to begin operations. In Table 4-1 (see page 59) is a work¬ 
sheet in which this statement is entered in the first two columns. In the 
remaining columns we are going to record the transactions and closing 
statements for the Adams Store during 1955. The student should turn to 
Table 4-1 at this time and study the opening balance sheet and general 
structure of the remaining columns. 

The following text will cover the transactions of the Adams Store. The 
student should read them, and—keeping before him a mental picture of 
the balance sheet—try to determine the entries for himself. As suggested 
in Chapter 2, he should ask himself, “ What types of accounts are affected 
(assets, liabilities, or net worth)?” Next, he should ask, “How is each 
account affected (increase or decrease)?” When he has answered these 
questions, he will know what account to debit and what account to credit. 
By exploring this mental process, the student should soon become so 
familiar with the debit and credit rules that the questions may be by¬ 
passed, and “debit” and “credit” will come as naturally as “increase 
and “decrease.” 

Because new accounts—with w'hich he is not yet familiar will be 
introduced in the ensuing transactions, the student is not expected to 
reason out all the entries in advance of reading the explanation. Neverthe¬ 
less, he should ask himself the above questions as soon as he has read the 
paragraph entitled “Transaction.” Only when he has either figured out 
the entry or become stymied in the attempt should he read the paragraph 
entitled “ Entry.” 

Transaction (1). The Adams Store purchased inventories for $ 10 , 000 , 
of w'hich it paid $5,000 in cash and bought the remainder on credit. „ 

Entry (1). Two new accounts are introduced. One is “inventories,” an 
asset, consisting of merchandise stocks. The other is “accounts payable, 
a liability, representing the obligation to pay the supplier of inventories. 
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Inventories (asset) have been increased (debit) $10,000, and in payment 
cash (asset) has been decreased (credit) So,000, and accounts payable 
(liability) increased (credit) So,000. 

( 1 ) Inventories 10,000 

Cash 5,000 

Accounts payable 5,000 

The student should check this (and each subsequent) entry to Table 

4- 1, in order to familiarize himself with the effect of each transaction on 
the total scheme of accounts. 

Transaction (2). The Adams Store sold merchandise, which had cost 

5- 1,000, for a selling price of S5.000. The sale was made on credit. 

Entry (2). One new account is introduced. “Accounts receivable,” an 
asset, is the claim of the store against customers for payment on account 
of merchandise bought on credit. Inventories (asset) have been decreased 
(credit) S4,000, and accounts receivable (asset) increased (debit.) S5,000. 
Since the increase in one asset is SI,000 greater than the decrease in the 
other and since no other asset or liability accounts have been affected, 
there is an increase in net worth (credit) for SI,000. The entry might 
therefore be written as follows: 

Accounts receivable 5,000 

Net worth 1,000 

Inventories 4,000 


Like Mr. A, however, Mr. Adams will prepare an income statement to 
analyze changes in the net worth of his store. Instead of recording debits 
and credits in net worth directly, he will enter them in accounts descrip¬ 
tive of the changes in net worth, just as Mr. A did in Table 2-6. A credit 
of $1,000 to net worth says, in effect, “The net worth of the Adams Store 
increased $1,000.” Instead, Mr. Adams wants an entry that will say, 
“The Adams Store sold goods for S5,000 that had cost $4,000.” From this 
one may deduce that a profit of $1,000 has been earned. 

Profit and loss accounts are those that describe ordinary movements 
in net worth. An increase in net worth is entered as a credit to a profit and 
loss account, and a decrease as a debit. At the end of the year, the excess 
of credits over debits in all profit and loss accounts is transferred as a 
credit to net worth. If a loss has been incurred, there is an excess of debits 
over credits, which is transferred as a debit to net worth. 

In the present transaction, Mr. Adams records a credit to “sales” (a 
profit and loss account) for $5,000 and at the same time a debit to “cost 
of goods sold” (another profit and loss account) for $4,000. The sales 
account says, in effect, “Net worth has been increased by $5,000 because 
a sale was made.” Cost of goods sold, on the other hand, protests that 
we must deduct $4,000 from net worth to cover the cost of the merchan- 
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dise sold.” Together, therefore, they say that net worth was increased 
SI,000. 


(2) Accounts receivable 

Cost of goods sold 
Sales 

Inventories 


5,000 

4,000 

5,000 

4,000 


Transaction (3). The Adams Store paid the $5,000 due on its original 
purchase of merchandise [transaction (1)]. 

Entry (3). Cash (asset) is decreased (credit), and at the same time an 
account payable (liability) is liquidated (debit). 

(3) Accounts payable 5,000 

Cash 5,000 


Transaction (4). Since its cash balance was quite low, the Adams Store 
borrowed $10,000 from the bank, signing a promissory note for that 
amount. 

Entry (4). Cash (asset) has been increased (debit) and notes payable 
(liability) also increased (credit). 

(4) Cash 10,000 

Notes payable 10,000 


Transaction (6). The Adams Store paid wages and salaries of $1,000. 

Entry (5). Up to this point the Adams Store has made two expenditures 
of cash. In transaction (1) it purchased merchandise (debit to an asset), 
and in transaction (3) it paid an account payable (debit to a liability). 
In transaction (5) it has made a further expenditure. However, Mr. Adams 
reasons that this time he has neither acquired a new asset nor decreased 
a liability. Instead, the loss of cash is associated with a decrease in net 
worth, recorded by a debit to the profit and loss account “wages and 
salaries.” This implies that the value of labor services has been immediately 
consumed. 

(6) Wages and salaries 1,000 

Cash 1.000 

Most business enterprises buy and sell values. The values bought by 
the Adams Store consist, among other things, of (1) wholesale merchan¬ 
dise, and (2) employee services of arranging retail displays and pointing 
out qualities to customers. When delivered to a customer, the retail goods 
have a greater value (owing to time and place utility, the manner in which 
they are packaged, etc.) than the bulk commodities purchased by the 
store. From the economist’s point of view, the value of the final sale is 
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measured by its market price, which covers not only wholesale cost but 
also value added by employees, other associated costs, and the profit 
earned by Mr. Adams. 

One may at first wonder, therefore, why employee services were immedi¬ 
ately consumed (i.e., debited to net worth) when they form part of the 
lasting value of merchandise passed on to the customer. The answer is 
that consumption by business does not imply that values are used up 
from a social standpoint but only that they are no longer the property 
of the enterprise. For example, in transaction (2), when the Adams Store 
sold inventories of $4,000 (wholesale cost), the debit to net worth (through 
cost of goods sold) implied consumption only in that the inventories 
ceased to be an asset of the Adams Store. Likewise, employee services have 
added value to merchandise sold during the current accounting period and 
are therefore no longer an asset. 

Ihe question of when (i.e., during which accounting period) business 
consumption takes place is a much debated point in accounting literature. 
A value purchased and not passed on to the customer in the same account¬ 
ing period is debited to an asset account (e.g., inventory), but values con¬ 
sumed are debited instead to net worth (through profit and loss accounts). 
The following illustration (which is not part of the Adams Store example) 
will perhaps clarify (although not solve) the issue. 

Let us suppose that a store buys 10,000 dolls at $0.75 each (total cost 
$7,500) and sells 8,000 for $1 each (total sales value $8,000). If no other 
costs were incurred and if we were to compare total expenditures with 
total sales, we might be tempted into the following presentation: 


Sales of dolls (8,000 at $ 1 ) 
Cost of dolls (10,000 at $0.75) 
Net profit 


$8,000 
7,500 
$ 500 


The business accountant rejects this statement, pointing out that $500 
represents only the net increase in cash, not the profit. The store has con- 

?aSSed ? t0 ^ ° nly 8 ’°° 0 doUs and has 2 ’°°° ( un con- 
™*, d) inventory. The selling value of 8,000 dolls should be com¬ 

pared with the cost of the same 8,000-and not with that of 10 000. The 
corrected profit and loss statement follows: 


Sale of 8,000 dolls 

Cost of dolls sold (8,000 at $0.75) 

Net profit 


$ 8,000 

6,000 

$ 2,000 


recorded as an increase in net worth (excess of credit to 
es over debit to cost of goods sold) of $2,000; to balance the emiation 
asset accounts show inches in each of $500 kodtvenC of dot oi 
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SI,500 (covering the 2,000 dolls unconsumed at a cost price of SO.75). 
Thus the cost of dolls is allocated according to the period in which they 
are sold, so that the net profit of each period will be reasonably stated. 
The balance sheet changes are as follows: 


Cash 

Inventory 

Total 


A ssets Liabilities and Net Worth 

(Increase) $ 500 Net worth (Increase) 

(Increase) 1,500 

(Increase) $2,000 Total (Increase) 


$2,000 


$ 2,000 


A more difficult situation arises when—in addition to its expenditures 
on inventory—the store pays S400 for advertising. (Let us assume that 
this is the only other cost.) The payment is credited to cash (decrease in 
an asset). Should the contra-debit be made to net worth (through a profit 
and loss account) on the ground that the value of advertising has been 
immediately consumed, or should it be entered as an asset? If the sole 
effect of the advertising has been to sell the 8,000 dolls of the current 
period and if no customer has been influenced to make a belated purchase 
of one of the 2,000 unconsumed dolls, then the value must be applied 
only to the dolls sold. On the other hand, if the advertising has built up a 
permanent clientele, apt to make purchases in subsequent periods as 
well as the current one, the expenditure has acquired lasting value and 
there is argument for debiting part of it to an asset account. Let us con¬ 
sider the effects of different decisions on the profit and loss statement and 
balance sheet. 

1. Let us first suppose that the store accountant decided the advertising 
was consumed in the year in which expended; i.e., that it added value 
only to the 8,000 dolls sold. In that case the profit and loss statement 
would appear as follows: 


Sales 

Less: Expenses: 
Cost of dolls sold 
Advertising 
Net profit 


$8,000 


$6,000 

400 6,400 
$1,600 


The following movements would be recorded in the balance sheet: 


Cash 

Inventory 

Total 


Assets Liabilities and Net Worth 

(Increase) $ 100* Net worth (Increase) >1,600 * 

(Increase) 1,500 f 

(Increase) $1,600 Total (Increase) $1,600 


* Receipts for sale of 8,000 dolls ($8,000) minus cost of 10,000 dolls ($7,500) minus 

advertising cost ($400). 

t Value of unconsumed dolls (2,000 at $0.75). 

\ Equal to net profit. 
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2. In the second place, let us suppose that the store accountant decided 
that the advertising expenditure had been made too late to have any 
effect on the sale of the 8,000 dolls and that it would only influence 
people to buy in a subsequent year. In that case its value has not been 
consumed but should be debited to an asset account instead of net worth. 
We might argue for adding the advertising cost to the value of inventory, 
but it is not certain that it applies only to the 2,000 unconsumed dolls. 
For example, it may induce customers to buy more than 2,000 dolls, and 
the store will have to order more inventories. In that case the advertising 
has increased the value of the additional dolls as well. It is better to debit 
it to a separate asset account called “deferred advertising.” 

In this case, the profit and loss account records only sales (credit to 
net worth) and cost of dolls sold (debit to net worth), as follows: 

Sales S8.000 

Cost of dolls sold 6,000 

Net profit $2,000 


On the balance sheet, the increase in net worth is equal to the net profit. 
On the asset side, in addition to the asset movement shown above, there 
is an increase in deferred advertising. 


/Issrte 

Cash (Increase) 

Inventory (Increase) 

Deferred advertising (Increase) 

Total (Increase) 


Liabilities and Net Worth 

S 100 Net worth (Increase) $2,000 

1,500 
400 

Total 


$ 2,000 


(Increase) $2,000 


3. A third possibility would be to apportion the advertising cost 
between unconsumed and consumed values. One might argue that 80 
per cent was consumed and 20 per cent unconsumed, since these are the 
proportions of total dolls sold. However, as indicated above, the effect 
ol advertising may extend beyond stocks on hand; conversely, it might 
be sufficient to sell only a portion of the 2,000 dolls unconsumed. 

The question cannot be decisively answered, because objective measure¬ 
ment is impossible. To be conservative, the business accountant adopts 
solution (1). As explained in Chapter 2 (in the accounting for honeymoon 
expense), it is an unwritten law of accounting that whenever there is 
uncertainty over the periods in which a value is consumed, it is recorded 
as consumed (i.e., debited to profit and loss) in the earliest of the periods 

wnnM eSt f 1 f° n '. < l 0nSerVatiSin 58 thG accountant ’ s defense against those who 
would atuck his statements as falsely inflating a company's net worth in 

O creditor T* Sheet more J attractive to Prospective investors 

creditors. Net worth was increased $2,000 according to solution (2) 

ove, but only $1,600 according to solution (1). By sticking to solution 
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(1), the accountant absolves himself of charges of “window dressing” 
the balance sheet. 1 

The business accountant assigns two values to merchandise. “Selling 
value” is that at which inventories are sold; it does not appear in the ac¬ 
counts until the sale is made, and then it is entered only as a credit to 
sales. “Cost value” includes all costs of acquiring inventories. If they are 
purchased from previous producers, it covers the delivered price. If they 
are manufactured by the enterprise in question, it covers all costs of mate¬ 
rials, overhead, and labor used in manufacture (but no costs of selling or 
general administration of the company). Cost value is debited to inven¬ 
tory when goods are purchased or manufactured. It is consumed (i.e., 
credited to inventory and debited to cost of goods sold) only when they 
are sold; consumption may therefore be spread over several periods. Gen¬ 
eral administrative and selling costs, however, are consumed in the period 
in which the cost is incurred, and they are therefore not carried over as 
assets to subsequent periods. 

The social accountant has only one value for merchandise; that is the 
“market value” at which it was last traded or produced. When the doll 
company acquired its 10,000 dolls at a cost of $7,500, that was their value 
according to the social accountant. When it sold 8,000 dolls for $8,000, 
their value was increased from S6,000 to $8,000. If all dolls had been pro¬ 
duced (by the manufacturer) in the same year in which the transactions of 
the retail store took place, the social accountant would value the product 
of that year at $9,500. as follows: 

Dolls sold to consumers at market price $8,000 

Increase in inventories of dolls 1-500 

Social product $9,500 

If asked to allocate the value of the social product according to the per¬ 
sons or institutions producing it, the social accountant would say that the 
manufacturing company was responsible for a value of $7,500 (the cost 
price of 10,000 dolls) and that the retail company had added value of 
$2,000. The value added consists of S400 of advertising and SI ,600 of 
profit. The social accountant’s concept of value does not therefore imply 
that advertising services were immediately consumed, because they (to¬ 
gether with the profit of the retail company) are embodied in the value of 
dolls sold. They wall be consumed only as children play with the dolls and 

‘ Some accountants point out that to the extent to which profits of one period are 
understated on account of conservatism, those of a subsequent period are overstated. 
For example, if advertising is charged entirely to consumption in the present year, 
none will be so charged in the next year, and next year’s profits may be overstated. 
Although this is true, it must be remembered that the net worth account is never 
overstated on account of conservatism. If profits are understated in the first year, the 
overstatement in subsequent years restores net worth to its proper amount. 
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break them. 2 Thus the business accountant says, “What ceases to belong 
to me has been consumed (and must be debited to net worth),” but the 
economist says, “What ceases to be of value to the community as a whole 
has been consumed.” 

Let us return to the Adams Store and to transaction (5). Here Mr. 
Adams has debited SI,000 of wages and salaries to a profit and loss ac¬ 
count, on the ground that the services of employees did not add lasting 
value carried over into subsequent years, and therefore they were entirely 
consumed. At a later point, we shall observe the manner in which the 
social accountant rearranges the business accountant’s figures to show 
that these values are included in the gross national product. 

Transaction (6). The Adams Store received notice that property taxes 
of $500 had been assessed. 

Entry (6). Property taxes are similar to the wages and salaries recorded 
in entry (5). Although they are part of the value of the product sold to 
customers, they are immediately consumed from the viewpoint of the 
Adams Store and are therefore debited to a profit and loss account called 
“property taxes.” The contra-credit is to a liability account, “accrued 
taxes payable,” which registers the claim of the tax authority against the 
Adams Store. 

(6) Property taxes 500 

Accrued taxes payable 500 

When the business accountant debits property taxes to profit and loss, 
he is little concerned with whether he has purchased a value (embodied in 
the final product) or not. The significant fact to him is that his profit— 
and consequently his net worth—are decreased. The social accountant, on 
the other hand, includes property taxes in the value of business product. 
Let us suppose that an enterprise manufactured and sold a product for 
$3,000. We shall assume its only costs were labor of $2,000 and property 
taxes of $400 (hence profit was $600). The social accountant values that 
product at $3,000, because that is the price at which it was last traded. 
When asked what were the factors contributing value to it, he would say: 

Labor contributed $2,000 of value, and the factors of production to 
which the profit was paid (e.g., capital or entrepreneur) contributed $600 
of value. The remaining $400 of value is attributable to property taxes.” 
As will be seen later, he makes a distinction between values arising out of 
seijices of factors of production (labor and profit in the present example) 
and others (including property taxes). 

1 Since data on doll breakage (and other consumption) by households are not gen- 

uy available, the social accounts ordinarily treat consumer purchases (except 
fusing) as consumed when bought. This will be discussed at greater length in a 
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Exactly what value is purchased by property taxes is a debatable point. 
The business accountant may consider them a cost of the services of prop¬ 
erty, which cannot be used unless taxes are paid. The level of property 
taxes, together with other economic considerations, influences the busi¬ 
nessman’s choice of a site: whether, for example, he will locate downtown, 
where demand is high but taxes high also, or whether he will build in the 
suburbs. From a social viewpoint, however, the return to property con¬ 
sists only of payments to factors of production providing it (rent for land 
and interest for capital invested in buildings and improvements). Some 
might therefore consider that taxes are payment for services rendered by 
the government: police and fire protection, enactment and administration 
of laws, etc. But this is not a very convenient concept, since the value of 
services rendered by government to business is not measured by the 
amount of taxes paid by business. Cigarettes are taxed, for example, be¬ 
cause of public policy and not because the government provides services 
to the tobacco companies commensurate with the taxes they pay. 

Taxes constitute one of the items comprising market value of a product 
not because their incurrence in any way enhances that value, but because 
value, which is determined by the forces of supply and demand, is 
measured in two ways, each yielding the same result: (1) as the amount 
for which a product is sold, and (2) as the sum of the costs and profits of 
producing enterprises. The costs, including taxes, and profits of producers 
represent the “value added” by them. Further consideration will be 
given to this point in Chapter 20 (covering the national income and 
product account). 

Transaction (7). The Adams Store received payment for $4,950 of ac¬ 
counts receivable. The remaining $50 was owed by a customer who had 
left town, leaving no assets available to pay his debts. 

Entry (7). Cash, an asset, has been increased $4,950 and is debited for 
that amount. Accounts receivable, another asset, has been decreased 
(credit) by a full $5,000, of which S4,950 was paid and the remaining $50 
is worthless. Since the debit to one asset exceeds the credit to another, 
there has been a decrease (debit) in net worth for the difference. Thus $50 
is debited to a profit and loss account entitled, “loss on uncollectible 
accounts.” 

(7) Cash 4,950 

Loss on uncollectible accounts 50 

Accounts receivable 5,000 

Transaction (8). The Adams Store purchased an additional S6,000 of 
inventory, on account. 

Entry (8). Inventories (asset) is increased (debit) and accounts payable 
(liability) also increased (credit). 
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(8) Inventories 6,000 

Accounts payable 6,000 

Transaction (9). The Adams Store paid interest of $20 on the notes 
payable. 

Entry (9). From the business accountant’s point of view, value pur¬ 
chased has been immediately consumed, and therefore there is a debit to a 
profit and loss account, entitled “interest expense.” The contra-credit 
records a decrease in an asset (cash). 

(9) Interest expense 20 

Cash 20 

From the social accountant’s viewpoint, the payment of $20 adds value 
to the final product because it is a cost. This value is attributable to the 
factor of production, capital. 

Transaction (10). The Adams Store made sales of $7,500, of which 
$4,000 was paid in cash and the remainder sold on credit. Cost of goods 
sold was $5,000. 

Entry (10). This entry is similar to entry (2). Inventories (asset) is de¬ 
creased (credit) $5,000; cash (asset) is increased (debit) $4,000, and ac¬ 
counts receivable (asset) increased (debit) $3,500. Since increases in assets 
($7,500) exceed decreases ($5,000), the difference ($2,500) must be 
credited to net worth. This is done through two profit and loss accounts: a 
credit to sales for $7,500 and a debit to cost of goods sold for $5,000. 


(10) Cash • 4,000 

Accounts receivable 3,500 

Cost of goods sold 5,000 

Sales 7,500 

Inventories 5,000 


Transaction (11). The Adams Store purchased a delivery van for 
$3,500, paid in cash. 

Entry (11). Only the asset side is affected. One asset (delivery van) is 
increased (debit), while another (cash) is decreased (credit). 

(11) Delivery van 3,500 

Cash 3,500 

Transaction (12). Before closing the books at the end of the year, Mr. 
Adams entered the amount of fixed assets consumed during the course of 
operations. He estimated that his building would probably last fifty years 
rom the beginning of 1955, and therefore Ho of its value ($1,000) had 
been consumed. Furniture and fixtures probably had a life of twenty 

* 9 nft S mu heref ° re ' their Value had diminished b y Ho of original cost, or 
u j. deUvery van had been P urchased so close to the end of the year 
nat he did not calculate any depreciation at all for it. 
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Entry (12). Depreciation of fixed assets is debited to net worth through 
a profit and loss account, “depreciation expense.” The contra-credit 
records the decrease in value of the assets concerned. Like Mr. A of Chap¬ 
ter 2, Mr. Adams wanted to segregate the original cost of fixed assets 
from the depreciated value and to show both on the balance sheet. He 
therefore entered the credits in separate accounts from the assets: allow¬ 
ance for depreciation of furniture, and allowance for depreciation of build¬ 
ing. In order to know the depreciated value of any asset, it is necessary to 
subtract the credit balance in allowance for depreciation from the debit 
balance in the asset account. 

(12) Depreciation expense 1,200 

Allowance for depreciation—furniture 200 

Allowance for depreciation—building 1,000 

These twelve entries cover all the transactions of the Adams Store in 
1955. If he has followed the suggestion made earlier, the student has al¬ 
ready checked each of them to columns 3 and 4 of Table 4-1. 

Two basic statements—already outlined in Chapter 2—are funda¬ 
mental to both social and business accounts. The balance sheet is the 
business accountant’s interpretation of his asset, liability, and net worth 
position, while the profit and loss statement is a presentation of the in¬ 
come and expense items that explain changes in net worth. The latter is 
analogous to the income statement of Chapter 2 for Mr. A’s income and 
consumption. The social accountant also has a balance sheet and profit 
and loss statement, compiled from the same basic data used by the 
business accountant but arranged in a manner consistent with economic 
rather than business concepts. In Chapter 5 these two statements are 
developed in both their business and social accounting forms. 

Data for the profit and loss statement and balance sheet are entered in 
the final four columns of Table 4-1, in a way similar to the corresponding 
columns of Table 2-6. All entries in profit and loss accounts are cross- 
added to column 5 (if debit) or column 6 (if credit). Assets, liabilities, and 
net worth, on the other hand, are cross-added to columns 7 and 8. 

In the profit and loss columns credits exceed debits by S730, and this 
amount is entered as a debit—to force a balance—in column 5, opposite 
the stub “net profit.” On the same line it is entered as a credit in column 
8, recording an increase in net worth. Net worth at the end of the year 
amounts to 873,230, which is the balance on January 1 (S72.500) plus the 
excess of credits over debits to profit and loss accounts (S730). 

SUMMARY 

The debit and credit rules developed in Chapter 2 for household ac¬ 
counts apply as well to the sole proprietorship. Assets, liabilities, and net 
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Table 4-1 

Worksheet of Transactions of the Adams Store, Year Ended 

December 31, 1955 



Balance sheet. 

Transactions 

Profit and loss 

Balance sheet 


Jan. /, 1955 

during year 

_ 

accounts 

accounts 


Debit 

Credit 

Debit 

Credit 

Debit 

Credit 

Debit 

Credit 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

Cash 

11.000 


10.000 (4) 

5.000(1) 



15,430 





4.950 (7) 

5,000 (3) 








4.000 (10) 

1,000(5) 









20(9) 









3.500(11) 





Accounts receivable 



5.000 (2) 

5.000(7) 



3,500 





3.500(10) 






Inventories 



10.000(1) 

4,000 (2) 








6,000(8) 

5,000(10) 





Furniture and fixtures 

4.000 






IQEZO 


Allowance for deprecia¬ 









tion 




200 (12) 




200 

Delivery van 



3,500 (11) 




3,500 


Building 

60,000 






50,000 


Allowance for deprecia¬ 




1.000 (12) 




1.000 

tion 









Land 

10.000 






10,000 


Accounts payable 



5.000(3) 

5.000(1) 




6,000 





6.000(8) 





Notes payable 


2,500 


10,000 (4) 




12,500 

Accrued taxes payable 




500(6) 




500 

Net worth 


72,500 






72,500* 

Entries to net worth during 









year: 









Sales 




5,000 (2) 


12,500 







7,500(10) 





Coat of goods sold 



4,000 (2) 


9,000 







5,000 (10) 






Wages and salaries 



1.000 (5) 


1,000 




Property taxes 



500 (6) 


500 




Uncollectible accounts 



50 (7) 


50 




Interest expense 



20 (9) 


20 




Depreciation expenso 



1,200(12) 


1,200 




Net profit 





730 



730* 

Totals 

75,000 

75,000 

63.720 

63.720 

12,500 

12,500 

93,430 

93,430 











* These two items together constitute net worth on Dec. 31, 1955. 


worth are defined in much the same way for each. Changes in net worth, 
which are presented in the income statement of the household, are re^ 
corded for business enterprises through a series of profit and loss accounts. 
The balance sheet and profit and loss statement fit into each other like a 
]igsaw puzzle, just as do those of the household. 

Proper recording of the time period in which values are consumed is a 
uuncult problem for the business accountant. If a value acquired is im- 
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mediately consumed, it is debited to net worth (through a profit and loss 
account). If not immediately consumed, it is debited to an asset account. 
When that value is finally consumed, the asset account is credited and a 
profit and loss account debited. For example, if inventories are sold, there 
is a credit to inventories and debit to cost of goods sold. If fixed assets 
depreciate, there is a credit to allowance for depreciation (offset to an 
asset account) and debit to depreciation expense. The timing of consump¬ 
tion—that is, the transfer of debits from asset accounts to net worth (or 
decision to enter the original debit in net worth)—is often a perplexing 
question to business accountants. Whenever there is any doubt as to 
whether consumption took place in one period or others, the business 
accountant—to be conservative—debits net worth in the earliest of the 
disputed periods. 

In Chapter 5 we shall discuss the form of presentation of the Adams 
Store balance sheet and profit and loss statement. We shall see there that 
two balance sheets and two profit and loss statements may be prepared: 
one for the business accountant and one for the social accountant. Each 
version of each statement is based on the same underlying transactions 
(shown in Table 4-1) but will be arranged so as to give expression to the 
concepts of the businessman and economist, respectively. 


PROBLEMS 

Problem 1 

The Blake Store was opened for business on January 2, 1955. Its proprietor and 
owner, Mr. Blake, had invested 880,000 of his personal cash in the enterprise, with 
which he had purchased a building valued at $60,000 on land valued at $12,000. 
Since the remaining cash was insufficient to carry on operations, he borrowed 
$20,000 from his father, repayable within one year. When these negotiations had 
been completed, he prepared his opening balance sheet and began operations. 

The transactions of the Blake Store in 1955 were as follows: 

(1) Inventories of $18,000 were purchased, of which $12,000 was paid in cash 

and the remainder bought on credit. 

(2) Merchandise costing $4,000 was sold for $21,000, of which $18,000 was 
received in cash and the remainder was on credit. 

(3) The Blake Store paid $5,000 of its loan from Mr. Blake’s father. 

(4) Furniture and fixtures were purchased on January 3 for $13,447. Since 
the store could not afford this total payment, Mr. Blake’s father advanced an 
additional $10,000, and only the difference was paid in cash. 

(5) The store paid wages and salaries of $8,200 and advertising expense of 

<*3 122. 

(6) Notice was received of a street paving assessment of $823. Mr. Blake was 
glad this had occurred, because the street improvements would enable more 
people to drive to his store, and he expected, as a result, that business would be 
increased for many years to come. The pavement would probably last for twenty 
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years, but Mr. Blake was undecided as to whether to debit this amount to assets 
or expense, since the pavement did not belong to him. 

(7) Payment of §2,987 was received on accounts receivable. The remaining $13 
was defaulted. 

(8) Additional inventory of $4,127 was purchased on credit. 

(9) Interest expense of SI,000 was incurred on the loan from Mr. Blake, Sr., 
but only S600 actually became due and was paid in 1955. The remaining $400 
would fall due in January, 1956. 

(10) The Blake Store made additional sales of S25.447, of which $19,111 was 
paid in cash and the remainder sold on credit. Cost of goods sold was $5,000. 

(11) The Blake Store began construction of a warehouse, at a total cost of 
$21,000. The building was 50 per cent complete at the end of the year, and Mr. 
Blake paid the contractor Si0,500. 

(12) Mr. Blake estimated that the building would last approximately sixty 
years, and the furniture and fixtures approximately five years. 

Directions 

Prepare a worksheet similar to Table 4-1. 

Problem 2 


Mr. Cook and Mr. Crawford went into partnership in December, 1954, to 
organize a filling station, which was opened early in January, 1955. Mr. Cook con¬ 
tributed a building valued at $20,000, while Mr. Crawford contributed $10,000 
in cash. 

Partnership accounting closely resembles that of the sole proprietorship, with 
two major differences. In the first place, there is a net worth account for each 
partner. In the second place, the partners must draw up an agreement (articles of 
copartnership) setting forth the terms of partnership, including the manner in 
which profits and losses are to be distributed among partners. The agreement 

between Mr. Cook and Mr. Crawford is described below, in connection with the 
profit distribution. 

Transactions during 1955 were as follows: 

(1) Tools and equipment valued at $6,000 were purchased for cash. 

J“ ve “tories of gasoline and oil valued at $3,000 were purchased for cash. 

( ) he firm received $10,100 for sales of gasoline and oil. However, $2,250 
of this represented sales taxes payable by the consumer. In this connection, the 
company was only an agent collecting taxes which it would be required to trans- 
$2,900 hC g ° Vernment duriD S the followin g >'ear. The cost of goods sold was 

enterpSe April 1955 ’ ^ C °° k contributed an additional $5,000 in cash to the 

in ifish^ 865 ° f $4,00 ° ^ aCCrUed durin B the year, of which $3,912 was paid 

until 1956 U1 ^ ?154 ° f pr ° perty taxes was received. Payment was deferred 

ordlr tomtm * C °° k withdrew 5250 cash of his investment in the firm, in 
eet extraordinary medical expenses incurred by a member of his family. 
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(8) Depreciation of $500 was charged for the building and $100 for the tools 
and equipment. 

(9) It was agreed that Mr. Crawford, who devoted full time to the operation 
of the firm, would receive a salary of $2,500 in addition to his share of the profits. 
Mr. Cook, who did not work full time, would receive only his profit distribution. 
During the first year, however, Mr. Crawford agreed not to take his salary in 
cash, but instead to have the full amount credited to his net worth account on 
December 31. 

The partners agreed to distribute remaining profits (or losses) in the same 
proportion as the average monthly balance in their net worth accounts during 
the year. 

Directions 

1. Prepare a worksheet modeled after Table 4-1. 

2. Prepare a statement of profit distribution, showing the balance in the net 
worth account of each partner at the end of the year. 



CHAPTER 5 


PROPRIETORSHIP ACCOUNTING: 
II. THE PRIMARY STATEMENTS 


In business and social accounting alike, two primary statements por¬ 
tray the transactions of individuals and institutions. To the businessman 
they are known as the balance sheet and profit and loss statement; the 
economist calls them, respectively, the saving and investment statement 
and the income and product statement. In Chapter 4, we covered the 
transactions of the Adams Store, dividing them in Table 4-1 between 
balance sheet and profit and loss accounts. Net profit linked the two sets 
of accounts by being the balancing item in both. In the current chapter 
we shall cover the form of statements used by business and social account¬ 
ants to shape the underlying data into the conceptual frameworks of each. 


THE BALANCE SHEET 

The balance sheet of the Adams Store on December 31, 1955, appears 
as Table 5-1. The basic data come from columns 7 and 8 of Table 4-1, and 
the student is urged—before reading further—to check all items to those 
columns. 

In preparing the balance sheet, Mr. Adams distinguished, on both 
asset and liability sides, between current items and others. A current asset 
is either (1) cash, or (2) one that is ordinarily liquidated (i.e. turned into 
cash) during the normal course of operations. Notes receivable, accounts 
receivable, and inventories are current, but furniture, delivery van, and 
building are not. A current liability is one that is ordinarily paid during 
the normal course of operations, such as accounts payable, notes payable^ 
and accrued taxes. Bonded indebtedness, which is liquidated over longer 
periods, is excluded, except for portions thereof which may be currently 
payable. Thus current items are those with a fairly rapid turnover. 

When there is uncertainty as to whether an asset or liability is “ordi¬ 
narily liquidated during the normal course of operations,” the one-year 
rule applies. This is an accounting convention by which an asset is defined 
as current if it is cash or is expected to-be liquidated within a year while 
a liability is current if it falls due within a year. 

53 
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Table 5-1 

THE ADAMS STORE 
Balance Sheet, December 31, 1955 

Assets 


Current assets: 


Cash 

$15,430 

Accounts receivable 

3,500 

Inventories 

7,000 

Total current assets 

$25,930 

Fixed assets: 


Furniture and fixtures 

$ 4,000 

Less: Allowance for depreciation 

200 S 3,800 

Delivery van 

3,500 

Building 

$50,000 

Less: Allowance for depreciation 

1,000 49,000 

Land 

10,000 

Total fixed assets 

66,300 

Total assets 

$92,230 

Inabilities and Net Worth 


Current liabilities: 


Accounts payable 

$ 6,000 

Notes payable 

12,500 

Accrued taxes payable 

500 

Total current liabilities 

$19,000 

Net worth: 


Mr. Adams, capital* 

73,230 

Total liabilities and net worth 

$92,230 

* The word "capital ” is used in business accounting to describe net worth. 


To the business accountant, current items are a measure of the liquidity 
of the enterprise—that is, of its ability to pay its debts. Current liabilities 
will come due shortly, and current assets provide the cash to pay them. 
Current assets must be sufficiently greater than current liabilities to 
avoid embarrassment in case their liquidations do not synchronize. For 
example, the Adams Store has more current assets ($25,930) than current 
liabilities ($19,000). The cash balance alone ($15,430), however, is not 
sufficient to cover current liabilities if they should all fall due at once. Mr. 
Adams must count on the liquidation of other current assets of at least 
$3,570 (i.e., $19,000 minus $15,430) before all his current liabilities fall 
due, or the store will not be able to pay its debts. Furthermore, he must 
count on an even greater liquidation of current assets if he plans to have 
additional cash for other ordinary expenditures, the liability for which 
has not yet been incurred. A conventional “safe” current ratio is some¬ 
times said to be two to one (i.e., current assets with a value twice that of 
current liabilities), but actually the safe ratio varies with the type of 
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business and its rates of turnover. A business with less than a safe current 
ratio is said to be illiquid. 

The excess of current assets over current liabilities is known as working 
capital, because it represents the liquid funds at the disposition of the 
enterprise over and above debts that must shortly be paid. Working 
capital is freely available for use by the management in carrying on cur¬ 
rent business operations. 

There are other ratios in which the businessman is interested, such as 
those between current liabilities and net worth, fixed liabilities and fixed 
assets, and so on. They are dealt with at length in textbooks on business 
accounting or on the analysis of financial statements, and we have nothing 
to add to these. A full discussion of ratios in the business balance sheet 
is beyond the scope of this book, which is written primarily for the 
economist. 

In addition to balances (and ratios between them) at a given moment 
of time, the business accountant is interested in the direction in which 
balance sheet values are moving. Is the enterprise becoming more or less 
liquid? Is there increased or decreased investment in fixed assets? What 
are the trends in financing: toward equity holdings or toward bonded in¬ 
debtedness? All these questions can be answered only in terms of com¬ 
parative balance sheets, which appear for the Adams Store in Table 5-2. 

The social accountant pays little attention to instantaneous balance 
sheets but concentrates instead on comparative statements. In the first 
place, national balance sheets—containing aggregative data for an entire 
community—have not been developed, even though spot studies of na¬ 
tional wealth have been made for a few selected countries at specific times. 
In the second place, flows of investment and saving are of greater impor¬ 
tance in monetary theory and income analysis than are instantaneous 
balances. 

In Table 5-3, the comparative balance sheets of the Adams Store are 
reshaped into quantities more significant to economic analysis. This state¬ 
ment approaches the form of the national saving and investment account, 
which will be further developed in later chapters. Although all data come 
from the increase-decrease column of Table 5-2, they are classified in 
broader categories in Table 5-3. For example, the social accountant wants 
information on the extent to which businesses are increasing their produc¬ 
tive capacity. Unless he is doing a detailed study of the composition of 
investment, it makes little difference to him whether that capacity in¬ 
cludes machinery rather than a delivery van or a building rather than 
office fixtures. Therefore, all new fixed assets acquired in 1955 (which for 
the Adams Store consist only of a delivery van) are entered together under 
the heading “business purchases on capital account.” 

Business purchases on capital account are an allocation of a country’s 
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Table 5-2 

THE ADAMS STORE 

Comparative Balance Sheets, December 31, 1954 and 1955 


Asse/s 



1954 

1955 

Increase 

(decrease) 

Current assets: 

Cash 

$11,000 

S15.430 

$ 4,430 

Accounts receivable 

— 

3,500 

3,500 

Inventories 

— 

7,000 

7,000 

Total current assets 

SI 1,000 

$25,930 

$14,930 

Fixed assets: 

Furniture and fixtures (net of depreciation) 

S 4,000 

$ 3,800 

S (200) 

Delivery van 

— 

3,500 

3,500 

Building (net of depreciation) 

50,000 

49,000 

(1,000) 

Land 

10,000 

10,000 

— 

Total fixed assets 

S64.000 

$66,300 

S 2,300 

Total assets 

$75,000 

$92,230 

$17,230 

Liabilities and Net Worth 



Current liabilities: 

Accounts payable 

— 

S 6,000 

$ 6,000 

Notes payable 

$ 2,500 

12,500 

10,000 

Accrued taxes payable 

— 

500 

500 

Total current liabilities 

S 2,500 

$19,000 

$16,500 

Net worth: 

Mr. Adams, capital 

72,500 

73,230 

730 

Total liabilities and net worth 

$75,000 

$92,230 

$17,230 


Table 5-3 

THE ADAMS STORE 

Investment Statement. Year Ended December 31, 1955 


Real investment (debit) 


Increase in inventory 7,000 

Business purchases on capital 

account 3,500 

Capital consumption allowance (1,200) 

Total 9,300 


Sources of real investment (credit) 

Net movement in claims 8,570 

Increase in net worth through 

earnings 730 


Total 9,300 


product into capital rather than consumer channels. A knowledge of it is 
important, among other things, in a study of the inflationary impact of 
domestic investment. In this connection, it would seem necessary to dis¬ 
tinguish between the acquisition of fixed assets produced during the 
period and of those produced in prior periods. The acquisition of second¬ 
hand capital goods is a transfer of ownership from one person to another 
and does not, per se, indicate any inflationary or deflationary trend. The 
acquisition of capital goods produced during the period, however, denotes 
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that current production has been channeled into investment rather than 
consumption. Under certain circumstances, this could be an inflationary 
factor. 

In the case of an individual enterprise, it is often difficult to know 
whether a newly acquired fixed asset was produced during the period or 
not. The delivery van purchased by the Adams Store may have been new, 
in which case there was an investment by the community as a whole. On 
the other hand, it may have been a secondhand van. In that case, the 
seller has disinvested to the same extent that the Adams Store has in¬ 
vested, and net investment by the community is zero. Table 5-3, however, 
represents—as business purchases on capital account—only the invest¬ 
ment of the Adams Store as an individual enterprise. In a consolidated 
statement for the community as a whole (to be studied in Chapter 15) the 
investment of the buyer of secondhand goods cancels against the dis¬ 
investment of the seller, and only new assets produced during the year re¬ 
main as domestic real investment. 

In addition to business purchases on capital account, changes in inven¬ 
tory constitute investment or disinvestment by the community, but it is 
a different kind of investment. Its short-run character subjects it to 
movements of a different nature from long-term acquisitions. For ex¬ 
ample, if prices are rising, one may expect businesses to buy inventories 
in advance of their needs, in anticipation of higher prices to come. On the 
other hand, a small decrease in final consumer demand may have a 
greater impact on demand for inventories, since the retailer will dispose 
of current stocks before purchasing any more. If the recession continues, 
the impact may be felt, with further acceleration, on capital goods, but it 
is possible for mild “inventory crises” to have little effect on the demand 
for fixed assets. Inventory change and business purchases on capital ac¬ 
count are entered on the same side of Table 5-3 because they both con¬ 
stitute real investment. They are carried on separate lines because their 
movements may be affected by quite different forces. 

The sum of inventory change and business purchases on capital ac¬ 
count, amounting to $10,500, is the gross real investment of the Adams 
Store. In the course of this accumulation, however, real asset values of 
$1,200 (depreciation) were consumed, and therefore the net real invest¬ 
ment was only $9,300. This is the total on the left-hand side of Table 5-3. 
. manner in which net real investment was financed is shown on the 
nght-hand side. In the first place, there was an increase in net worth of 
$730. This represents the saving of the store (or rather of Mr. Adams, its 
owner), since it equals income ($12,500) minus consumption ($11,770). 

•a JJf second P lace > there was a net (credit) movement in claims of 
*0,570. This covers the increase in current liabilities ($16,500) minus the 
increase in cash ($4,430) and accounts receivable ($3,500) shown in 
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Table 5-2. Other persons and institutions supplied the Adams Store with 
funds of $16,500. Instead of using all these funds in acquiring inven¬ 
tories and fixed assets, however, the store invested $7,930 in asset claims 
(accounts receivable and cash). The difference (88,570) is the net amount 
of saving that other persons and institutions have invested in the Adams 
Store. Thus net real investment was financed in part by reinvested earn¬ 
ings of the store and in part by savings of others, transmitted in the form 
of movements in asset and liability claims. Before continuing, the student 
should check all figures on Table 5-3 back to Table 5-2 (with the aid of 
text explanations). In so doing, he keeps a mental control over the 
reconciliation of social to business accounting statements. 


THE PROFIT AND LOSS STATEMENT 

Like the balance sheet, the profit and loss statement serves the needs of 
both business and social accountants but requires different groupings of 
data for each. To the business accountant it is a description of income and 
expenses, with net profit as a residual. To the social accountant, however, 
it demonstrates how value was created by a business enterprise and the 
manner in which its product was disposed. With data derived from the 
same basic source—columns 5 and 6 of Table 4-1—we shall prepare the 
profit and loss statement of the Adams Store in both forms. 

In Table 5-4, the profit and loss statement is presented in business ac¬ 
counting form. The first item, sales ($12,500), is the only profit and loss 
credit in Table 4-1 (column 6). The various debits (Table 4-1, column 5) 
are classified into four categories: cost of goods sold, operating expenses, 
financial expenses, and net profit. Successive subtraction of the first three 
of these categories from the income on sales yields three different defini¬ 
tions of profit that are important in business accounting analysis. 

Gross margin on sales is the excess of selling value over the cost of goods 
sold. Mr. Adams debited all costs of acquiring merchandise to the inven¬ 
tory accounts, and when goods were sold their cost was transferred from 
inventory to cost of goods sold (entries (2) and (10)]. The second type of 
profit is that on operations, consisting of gross margin on sales minus 
general administrative and selling expenses. Financial expenses such as 
interest—are excluded from the calculation of operating profit, because 
operations are presumably unaffected by different means of financing. 
For example, interest expense of $20 was incurred only because Mr. 
Adams did not have enough capital of his own and was therefore forced 
to borrow from the bank. Had he used his own capital entirely, net profit 
would be $20 greater but operating profit would be the same. Finally, net 
profit is the residual amount, after all debits in the other categories are 

deducted. 
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Table 5-4 

THE ADAMS STORE 

Statement of Profit and Loss, Year Ended December 31, 1955 

Sales 512,500 

Less cost of goods sold: 

Inventory, January 1 $ 0 


Purchases of inventory 

16,000* 

Goods available for sale 

$16,000 

Less: Inventory, December 31 

7,000f 

Cost of goods sold 

9.000J 

Gross margin on sales 

$ 3,500 

Less operating expenses: 


Wages and salaries 

$ 1,000 

Property taxes 

500 

Depreciation expense 

1,200 

Total 

2,700 

Net profit on operations 

$ 800 

Less financial expenses: 


Loss on uncollectible accounts 

$ 50 

Interest expense 

20 

Total 

70 

Net profit 

$ 730 


•Entries (1) and (8). 

t Check this figure to the closing balance sheet. 

t Entries (2) and (10). 

Business accountants disagree on the treatment of loss on uncollectible 
accounts. Some argue that it should be deducted from sales on the ground 
that the businessman, in setting his price, makes allowance for the fact 
that some accounts will not be paid and that he charges a slightly higher 
amount than if he did not extend credit. If this argument is accepted, 
gross margin on sales is diminished, in order to be on a basis equal to that 
of the enterprise selling only for cash. But the argument is weak, for a 
businessman operating on a cash-and-carry basis would not necessarily 
ask a lower price by exactly the amount that the seller on credit loses in 
uncollectible accounts. Such an argument assumes that the total inci¬ 
dence of the loss can be shifted forward to the consumer; but this depends 
on a variety of circumstances, including the shape of the consumer’s de¬ 
mand curve and the supply curves of all factors of production. 

Other accountants argue that the loss on uncollectible accounts should 
be included in operating expenses, since it is incurred in the normal course 
of operations. For example, the business may be a department store which 
must extend credit in order to compete with other stores. Because con¬ 
sumer financing cannot be divorced from selling, it is argued that credit 
is a cost of operations. Still other accountants insist that a store extending 
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credit performs two functions, one of selling merchandise and the other 
of financing its customers. These accountants would exclude bad debt 
losses from operating costs and include them with such financial expenses 
as interest. Either of these treatments can be defended, and it is beyond 
the scope of this book to delve further into the argument. Although the 
loss on uncollectible accounts has been included in the financial expense 
section of the Adams Store profit and loss statement, it could equally well 
have been entered among operating expenses. 

Cost of goods sold is a single debit of $9,000 in the profit and loss 
columns of Table 4-1. In Table 5-4, however, it is reconciled with pur¬ 
chases of stocks during the year and changes in inventories between the 
beginning and end of the year. The equational relationship of these 
variables follows: 


Inventory 
January 1 



purchases 
during year 


cost of 

goods sold 



inventory 
December 31 


The left-hand side of the equation shows the value of all goods available 
for sale during the course of the year, which consists of those on hand 
January 1 and those purchased subsequently. The right-hand side shows 
the manner in which they were disposed. Either they were sold or they 
were not. If they were sold, they are included in cost of goods sold; if 
not, they are in the inventory on December 31. 

The cost of goods sold section of Table 5-4 is a restatement of this 
equation to describe cost of goods sold in terms of the other three vari¬ 
ables. Goods available for sale ($16,000) are the sum of the left-hand side 
of the equation (inventory on January 1 of zero and purchases of S16,000); 
from these is subtracted inventory on December 31 ($7,000), and the 
difference is cost of goods sold (S9,000). 

While the business accountant’s profit and loss statement emphasizes 
relationships among income, expense, and various kinds of profit, the 
social accountant’s statement describes the income of factors of produc¬ 
tion and the costs and disposition of the product they create; it is there¬ 
fore known as an income and product statement. Income and product 
transactions of the Adams Store are shown in Table 5-5. 

This statement is a new arrangement of debits and credits from the 
profit and loss columns (Table 4-1), with the addition of certain subtotals 
(whose significance will be explained shortly), and the division of cost of 
goods sold into gross amounts. Before reading further, the student should 
check all items on Table 5-5 back to Table 4-1. 

The difference in form between the business accountant’s profit and 
loss statement and the social accountant’s income and product statement 
relates to their different purposes and ensuing differences in concepts. 
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Table 5-5 

THE ADAMS STORE 

Income and Product Statement, Year Ended December 31, 1955 


Debits 


Credits 


CREATION OF PRODUCT 

DISPOSITION OF 

PRODUCT 

Payments to factors of production: 

Sales to consumers 

12,500 

Employee compensation 

1,000 

Increase in inventories 

7,000* 

Interest 

20 



Profit 

730 



Income originating 

Other values added: 

1,750 



Property taxes 

Loss on uncollectible 

500 



accounts 

50 550 



Net product 2,300 

Values added offset by values consumed: 



Capital consumption 
allowance 

1,200 



Gross product 

Current purchases from 

3,500 



other producers 

16,000* 



Total 

19,500 

Total 

19,500 


* Current purchases from other producers (debit) and increase in inventories 
(credit) together constitute the net debit shown as cost of goods sold in Table 4-1, 
column 5. The word “current” indicates that fixed assets (e.g., delivery van) are not 
included. All other items in this statement can be traced directly to individual items 
in the profit and loss columns of Table 4-1. 

Because the business accountant analyzes net profit, he makes it the final 
(residual) item in his statement. Other concepts of profit (gross margin 
on sales and operating profit), which are valuable analytical tools, appear 
as intermediary stages. The social accountant, however, is interested in 
community product. The same debits (e.g. wages and salaries, property 
taxes) that the business accountant looks on as decreases in profit are 
viewed by the social accountant as creators of value. The same credits 
(sales) that are income to the business accountant portray to the social 
accountant the manner in which product was disposed. 

Cost of goods sold, which is a debit ($9,000) in the profit and loss state¬ 
ment, is divided into two parts in the income and product statement. 
When the Adams Store acquired inventories from other producers, it 
purchased values of $16,000. Since total purchases (not just cost of goods 
sold) represent a value flowing in to the productive processes of the store 
the entire $16,000 is entered as a debit. To offset it partially, however, the 
increase in inventories of $7,000 (from zero on January 1 to $7,000 on 
December 31) is carried on the credit side. The student should compare 
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this treatment of cost of goods sold with the corresponding section of 
Table 5-4. 

The debit side of the income and product statement indicates (by its 
total) that SI9,500 of values was acquired by the Adams Store. Of this 
amount, §16,000 was purchased from other producers and the remainder, 
S3,500, was created by the store. The latter is the store’s gross product. 
In creating it, the store consumed other assets (through depreciation) of 
SI,200; therefore its net product is 82,300. 

In the upper half of the debit side net product is divided into “income 
originating” of SI,750 and “other values added” of S550. “Income 
originating” covers payments to factors of production (land, labor, 
capital, and entrepreneur) originating in the Adams Store. The sum of 
“income originating” in the income and product statements of all persons 
and institutions providing factor income in a country is defined as the 
national income of that country (or sometimes net national product at 
factor cost). “Other values added” are payments which are necessary to 
continue production but which do not reimburse factors of production 
for their services. 

The credit side of the statement tells what the Adams Store did with 
the values it acquired. It sold §12,500 to consumers and increased its 
inventories S7,000. Product disposed must equal product created, which 
is another way of saying that credits and debits are equal. 


SUMMARY 

From a technical standpoint, the principles of business and social 
accounting are the same. They are based on the same sets of equations 
and portray the same underlying transactions with the same rules of debit 
and credit. Conceptually, however, they differ, owing to different perspec¬ 
tives of the economist and the businessman. The economist is on top of a 
hill, overseeing the broad terrain of the community, while the business¬ 
man is cultivating a particular plot of land. 

This metaphor is not intended to disparage the businessman, for the 
care of a single unit in society is as important as the wider view. Instead, 
it is meant to explain the different ways in which business and social 
accountants picture the same movements. Because of his social rather 
than particular outlook, the economist rearranges the data of business¬ 
men to fit the concept of investment and value flows from one sector of 
society to another. 

The balance sheet is a business accounting statement of the financial 
condition of an enterprise at a given date. It covers assets and liabilities, 
with net worth as a residual, and is arranged in parts—current assets, 
fixed assets, current liabilities, long-term liabilities, etc—that facilitate a 
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study of the financial health of the enterprise. Comparative balance sheets 
help the businessman detect symptoms of improvement or deterioration 
in that health. 

The social accountant’s balance sheet is a comparative statement only, 
showing flows of saving and investment. A net increase in an enterprise’s 
real assets (its real investment) is compared with the net flows of saving 
that made that investment possible. Investment accounts are divided into 
categories of primary interest to the economist: changes in inventories, 
capital goods, and a negative item for capital consumption allowance. 
The credit side of the statement indicates whether investment was fi¬ 
nanced through reinvested earnings or through net inflows from outside 
sources. 

The business accountant’s profit and loss statement portrays move¬ 
ments in net worth on account of profits. Its debit and credit rules are 
derived from those governing changes in net worth. It begins by stating 
the enterprise’s chief source of revenue, such as sales; by successively sub¬ 
tracting various categories of expenses, it defines different types of profit. 
Gross margin on sales is the difference between selling value and cost of 
merchandise. Profit on operations is the gross margin minus all expenses 
relating to the conduct of business (operating expenses) but not to its 
financing (such as interest expense). Net profit is the profit on operations 
adjusted for all other items of income and expense. 

The social accountant’s profit and loss statement, known as the income 
and product statement, is adapted to the concept of creation and dis¬ 
position of value. On the one hand (debit), it shows the distributive shares 
paid to factors of production and other values acquired by an enterprise, 
and on the other hand (credit) the manner in which those values were 
disposed: through sales to consumers and additions to the stock of invest¬ 
ment (goods produced but not yet consumed) such as inventories. 


PROBLEMS 

Problem 1 

!• Prepare a balance sheet for the Blake Store as of December 31, 1955 . 

2. Prepare an investment statement for the Blake Store for the vear ended 
December 31, 1955. 

3. Prepare a profit and loss statement for the Blake Store for the year ended 
December 31, 1955. 

4. Prepare an income and product statement for the Blake Store for the year 
ended December 31, 1955. 

Problem 2 

Following the same instructions as for problem 1, prepare statements for the 
partnership of Cook and Crawford. 



CHAPTER 6 


PROPRIETORSHIP ACCOUNTING: 
HI. THE STATEMENT OF FUNDS 


The investment statement of the Adams Store (Table 5-3) covers 
movements in real, rather than financial, investment. It reveals the 
acquisition of real assets (change in inventory and business purchases on 
capital account) and their consumption (capital consumption allow¬ 
ances), and it indicates how much of the net acquisition was financed by 
reinvested earnings (increase in net worth) or from saving done by others 
(net movement in claims). It does not contain a detailed statement of the 
funds flowing into or out of the enterprise, information on which is useful 
in a study of the relationship of monetary movements to liquidity and 
economic activity. For this we turn to a statement of sources and uses of 
funds. 

Although maximization of profits is ultimately the chief concern of 
business executives, the maintenance of liquidity is often of more immedi¬ 
ate importance. An enterprise must not be strapped for funds in carrying 
out projects consistent with long-range objectives. Furthermore, it must 
be able to pay debts as they fall due, for a solvent company (one with a 
positive net worth) may go into receivership because it is at the same time 
illiquid (i.e., its assets are not readily convertible into cash to cover cur¬ 
rent obligations). 

No adequate definition of “funds” is normally given in accounting 
literature, although businessmen are generally agreed on its meaning. 
Funds are the resources with which an enterprise operates, but they exist 
only in so far as they flow in and out, and they are never thought of as an 
existing supply of cash or other balance sheet item. Funds arise out of 
revenues or from borrowing, from gifts or windfall gains, from additional 
investment by proprietors, partners, or stockholders, from sales of capital 
assets, or from reduction of working capital. Conversely, they are used to 
pay expenses, to reduce debt, to cover extraordinary losses, to return in¬ 
vestment to owners, to pay dividends, to purchase capital assets, to in¬ 
crease working capital, or to make gifts. _ , 

In a sense, the terms “sources” and “uses” are misleading, for they 
imply that there is a stock of funds that may be added to or diminished. 
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This is not the case, however, for every source of funds is simultaneously 
associated with a use. To understand this, it is necessary to revise certain 
concepts that are (unfortunately for the purpose at hand) all too familiar. 
For example, we think of a well as a source of water drawn from it, and 
the water exists until subsequently used. Let us add some intermediary 
steps. Let us say that the act of drawing from the well is a source of water, 
which is instantaneously used to fill the bucket. At a later date, the act 
of pouring from the bucket becomes another source of water, which is 
simultaneously used for consumption. In this frame of reference, only 
flows are accounted for, and no heed is paid to the amount of water exist¬ 
ing at a given moment. Each time water passes from one state to another, 
there is both a source and a use. 

This is the set of concepts applied to the statement of funds. If a sale 
is made for cash, the sale is a source of funds, which are instantaneously 
used to increase the enterprise’s cash balances. If cash is spent for fixed 
assets, the reduction in cash balance is a source of funds (because they are 
liberated from the bank), but these funds are simultaneously applied to 
the purchase of fixed assets. From a technical point of view the terms 
“source” and “use” are but other means of expressing “credit” and 
“debit,” respectively, and of applying these concepts to certain selected 
movements. The statement of sources and uses of funds is a balancing 
account, never registering an iota of net change in an enterprise’s mythical 
stock of funds. 


Statements of funds are of more recent origin in business accounting 
literature than the two primary statements and do not carry the same 
prestige as the latter. While a corporation report is not considered com¬ 
plete without both a balance sheet and a profit and loss statement, a 
statement of funds is not always presented. It is rather thought of as an 
instrument for analyzing balance sheet changes, and it is frequently 

included only in connection with a specific discussion of the company’s 
liquidity. 


Ihe economist’s version of the statement of funds, applying to broad 
sectors of the community, is of very recent origin. It first appeared in 
852, as a result of an extensive project conducted by Professor Morris A. 
Lopeland of Cornell University and published under the title A Study of 
Moneyflows in the United Stales. In this book Professor Copeland pre¬ 
sented statements of funds (which he called statements of payments and 
balances) of various sectors of the United States economy for the years 
q J to 1942, inclusive. The Board of Governors of the Federal Reserve 
System continued the study and in 1955 published a report called The 

f low of Funds in the United States, 1989-1968, containing statements 
covering the years indicated. 


The change from “moneyflows” to “flows of funds” is an improvement 
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despite the more poetic nature of the earlier name. The funds referred to 
are not necessarily money, and it must not be supposed that the accounts 
are on a cash basis. In a later section of this chapter, where a statement 
modeled after those published by the Federal Reserve Board is prepared, 
the nature of the flows will be more fully discussed. 


THE BUSINESS ACCOUNTANT’S STATEMENT OF FUNDS 

Finney and Miller write that the “primary purpose of the statement of 
funds is to show the causes of the change in working capital during a 
period.” 1 Working capital represents liquid balances available for carrying 
on operations, and an accounting for their movements is a measure of the 
increase or decrease in an enterprise’s liquidity. Movements in the com¬ 
position of working capital which do not affect its total are significant if 
day-to-day changes in liquidity are to be noted but are not important 
when changes are measured for longer periods of time, such as a year. 
The latter is generally the case in statements of funds. 

If a SI,000 debt falls due on Wednesday, it is necessary to have SI,000 
in cash on Wednesday, and this money must not be tied up in inventories 
or accounts receivable. However, inventories and accounts receivable are 
both convertible into cash in the ordinary course of operations, and they 
are both liquid assets in a measure of year-to-year changes in the firm’s 
position. Because its component items are all liquid in this sense, working 
capital is treated as a single item in the business accountant’s statement 
of funds. Thus a sale involves a source of funds whose offsetting use is 
simply an increase in working capital, regardless of whether it is reflected 
in cash or accounts receivable. Interest expense is a use of funds, whose 
offsetting source is a reduction in working capital, whether in the form of 
a decrease in cash or an increase in accrued liabilities. The payment of an 
accrued liability, on the other hand, is not reported as a source or use of 
funds, for there is only a change in the composition of working capital (a 
decrease in cash offset by a decrease in accrued liabilities) rather than a 
change in its total. 

Working capital was defined (early in Chapter 5) as the excess of cur¬ 
rent assets over current liabilities. The statement of changes in working 
capital of the Adams Store, shown in Table 6-1, is an extract of move¬ 
ments in current items, taken from the comparative balance sheets 
(Table 5-2). 

During 1955 the Adams Store became less liquid by SI,570 (the net de¬ 
crease in working capital), and the statement of funds is the instrument 
for studying factors behind this movement. At first one might suppose 

i H. A. Finney and H. E. Miller, Principle* of Accounting, Intermediate, 4th ed., 
New York, Prentice-Hall, 1951, p. 616. 
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Table 6-1 

THE ADAMS STORE 

Statement of Changes in Working Capital, December 31, 1954, to 

December 31, 1955 





Increase 


195 U 

1955 

(decrease ) 

A. Current assets: 




Cash 

$11,000 

815,430 

8 4,430 

Accounts receivable 

— 

3,500 

3,500 

Inventories 

— 

7,000 

7,000 

Total 

$11,000 

825,930 

S14.930 

B . Current liabilities: 




Accounts payable 

— 

8 6,000 

S 6,000 

Notes payable 

$ 2,500 

12,500 

10,000 

Accrued taxes payable 

— 

500 

500 

Total 

$ 2,500 

$19,000 

$16,500 

C. Working capital (A — B) 

S 8,500 

$ 6,930 

8(1,570) 

they could be revealed through other movements 

in the comparative 


balance sheets (Table 5-2). For example, the net worth of the Adams 
Store increased $730 (through reinvested earnings). There was no borrow¬ 
ing or additional investment, and net acquisition of fixed assets was 
$2,300. The reinvested earnings were insufficient to finance the addition 
to fixed assets, and working capital was drawn down for the difference, or 
$1,570. One might argue, therefore, that the statement of funds should 
be prepared as follows: 

THE ADAMS STORE 

Proposed Statement of Funds, Year Ended December 31, 1955 

Sources of funds Uses of funds 

Net earnings 8 730 Net increase in fixed assets $2,300 

Net reduction in working capital 1,570 

Total sources $2,300 Total uses $2,300 

This analysis is simple indeed, but its very simplicity creates problems. 
In the first place, should not the outflow of funds for fixed assets be stated 
at gross purchase value, which is $3,500 (cost of delivery van), without 
any deduction for depreciation? In the second place, is it proper to deduct 
depreciation, which does not involve the expenditure of cash or incur¬ 
rence of any liability, from net earnings in their capacity as a source of 
funds? 

To answer the second question first, let us reexamine the profit and loss 
account of the Adams Store (from Table 4-1, columns 5 and 6), which is 
reproduced as Table 6-2. Let us first determine whether, and to what 
extent, each item in the profit and loss account was associated with a 
movement of working capital. In other words, we shall examine the 
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contra-entries. When sales was credited, what was debited? When cost of 
goods sold was debited, what was credited? And so on. 


Table 6-2 

THE ADAMS STORE 
Profit and Loss Account, 1955 



Debit 

Credit 

Sales 

Cost of goods sold 

3 9.000 

$12,500 

Wages and salaries 

1,000 


Property taxes 

500 


Loss on uncollectible accounts 

50 


Interest expense 

20 


Depreciation 

1,200 


Totals 

311,770 

S12,500 

Net profit, or saving 

730 


Totals 

312,500 

312,500 


Sales of $12,500 are clearly associated with an increase in working 
capital. They were accompanied by an increase either in accounts receiv¬ 
able (if goods were sold on credit) or in cash. Both accounts receivable and 
cash are parts of working capital. 

When cost of goods sold was debited, the contra-credit was entered in 
inventory. Since inventory is a current asset, this is a decrease in working 
capital. Let us not be deceived by the thought that the decrease occurred 
when inventories were purchased. At that time there was only a shift in 
the composition of working capital. If payment was in cash, there was a 
decrease in cash and increase in inventory, with no change in total current 
assets. If goods were bought on credit, the increase in current assets (in¬ 
ventory) was offset by an increase in current liabilities (accounts pay¬ 
able), with no net change in working capital. Only when goods are sold is 
there a decrease in working capital (reduction in inventories) which is, 
of course, more than offset by the increase in working capital through 
sales, as mentioned above. 

Wages and salaries, property taxes, and interest expense all involved 
outflows of working capital; they were either paid (decrease in cash) or 
not paid (increase in accrued liabilities). In the latter case the decrease in 
working capital is reflected in an increase in current liabilities. 

The loss on uncollectible accounts is a bookkeeping entry recording 
the fact that an account receivable was worthless. Although there was no 
actual cash flow at the time, the decrease in accounts receivable (a cur¬ 
rent asset) represents a reduction in working capital. 

Depreciation, however, was not associated with a decrease in working 
capital but instead with a decline in the value of fixed assets (through 
allowance for depreciation). Net working capital provided through opera- 
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tions therefore exceeds net profit by the amount of depreciation. On the 
other hand—in answer to our first question—working capital expended on 
additions to fixed assets exceeds the net increase in fixed assets by the 
amount of depreciation. 

The fact that depreciation does not involve a decrease in working 
capital, however, is not sufficient reason to exclude it from the statement 
of funds. Other transactions that do not affect working capital are in¬ 
cluded. For example, a sole proprietor may contribute a building to his 
company, recorded as a debit to fixed assets and a credit to net worth. 
There is no change in working capital, but the transaction is nevertheless 
both a source of funds from new investment and a use of funds in the 
acquisition of fixed assets. 

Depreciation entries are excluded from the statement because business 
accountants have decided that purely internal transactions shall not be 
recorded as flows of funds unless they are associated with a change in 
working capital. Expenses accrued or paid in cash are uses of funds, for 
example, because funds are said to flow out of the enterprise to another 
accounting unit. Not so with depreciation, however, which is an internal 
bookkeeping entry involving no person or institution outside the enter¬ 
prise concerned. 

The exception in the ease of working capital is made because analyses 
of liquidity require a knowledge of the increase or decrease in current 
items at values conservatively estimated in view of market conditions. 
A downward revaluation of inventories on account of a decline in their 
market replacement cost, for example, is a flow of funds because it con¬ 
stitutes a decrease in the enterprise’s liquidity, regardless of the fact that 
it concerns no outside transactor. Thus any increase in working capital is 
a use of funds and any decrease a source, whatever the cause. 

In Table 6-3, the statement of sources and uses of funds is revised to 
exclude depreciation and at the same time to divide net source of funds 
from profits into sources from revenues and uses on account of expenses. 

Table 6-3 

THE ADAMS STORE 

Business Accountant’s Statement of Sources and Uses of Funds, 

Year Ended December 31, 1955 


Sources of funds 

Operations: 

Income from sales $12,500 

Net decrease in working capital 1,570 


$14,070 


Uses of funds 

Operations: 

Cost of goods sold 
Wages and salaries 
Property taxes 

Loss on uncollectible accounts 
Interest expense 
Expenditure on fixed assets 
Total uses 


$ 9,000 
1,000 
500 
50 
20 
3,500 

$14,070 


Total sources 
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Some business accountants do not separate income and expense items 
into sources and uses, but enter instead—as a source—the net funds pro¬ 
vided by profits. For the Adams Store these are 81,930, or the excess of 
sales (812,500) over expenses involving uses of funds (S10,570). In that 
case the statement appears as follows: 

Sources of funds Uses of funds 

Net funds provided by profits SI ,930 Expenditure on fixed assets $3,500 

Net decrease in working capital 1,570 

Total sources S3,500 Total uses $3,500 

It should be noted that net funds provided by profits (81,930) is—as 
we have mentioned above—greater than net profits (8730) by the amount 
of depreciation (81,200). In order to show the reconciliation between net 
profits and net funds provided by profits, some accountants divide the 
latter into net profits and depreciation, in which case the statement of 


funds appears as follows: 




Sources of funds 

Net profit 

Depreciation 

Net decrease in working capital 

$ 730 
1,200 
1,570 

Uses of funds 
Expenditure on fixed assets 

$3,500 

Total sources 

S3,500 

Total uses 

$3,500 


The inclusion of depreciation under sources of funds is often confusing 
to the uninitiated. Depreciation is not itself a source of funds but is only 
an adjustment to net profits in order that the two together may reflect 
the net amount of funds provided by profits. 

Let us review the steps taken to prepare the Adams Store statement of 
funds. Transactions from both comparative balance sheets and the profit 
and loss statement were divided among three categories, as follows: 

(а) Movements in working capital, which are a measure of the increas¬ 
ing or decreasing liquidity of the enterprise. 

(б) Other transactions with outsiders and internal transactions associ¬ 
ated with changes in working capital. 

(c) Purely internal transactions (i.e., not involving an outside account¬ 
ing unit) not associated with changes in working capital. 

Depreciation was the only transaction in category (c) appearing on the 
books of the Adams Store in 1955. It was eliminated from both sides of 
the statement in order to have no effect on movements of funds resulting 
from profits and from changes in the values of fixed assets. Transactions 
in categories (a) and (6) were considered sources of funds if they were net 
credits and uses if net debits. Thus income items (credits to profit and 
loss) and decrease in working capital (net credits to balance sheet ac¬ 
counts) were classified as sources, while expenses (debits to profit and 
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loss) and expenditures on fixed assets (debits to balance sheet accounts) 
were entered as uses. 


THE ECONOMIST’S STATEMENT OF FUNDS 


Because it is an aid in studying liquidity of the firm, the business ac¬ 
countant focuses his statement of funds on movements in working capital. 
The social accountant, on the other hand, is concerned with broader ques¬ 
tions than the ability of one enterprise to pay its debts. His focus is on the 
role of money and credit in the economic processes of a nation and the 
manner in which debt structure affects and is affected by stages of the 
business cycle. His attention is directed to the community and its li¬ 
quidity, to the extent to which people are willing to grant and receive 
credit, and to the instruments they choose to express their financial 
obligations. 

The business accountant enters movements in inventories and cash as 
the same item (changes in working capital) in his statement of funds, be¬ 
cause both are liquid assets from the firm’s point of view. From a social 
standpoint, however, they are quite different. Inventories represent goods 


which the community has produced but has not yet seen fit to consume, 
while cash covers claims on banks or the monetary authority. They serve 
different purposes and have different characteristics; therefore, each is 
classified under a separate heading. 

The social accountant’s statement of funds is divided into two main 
categories. In the first place, there are “ nonfinancial flows,” covering 
purchases and sales of goods and services, whether in connection with cur¬ 
rent output or with the transfer of existing assets (such as secondhand 
automobiles) and gifts and other uncompensated transfers (such as fines). 
In the second place, there are “financial flows,” which consist of all 


movements in claims, whether long- or short-term. They cover cash, 
customers’ accounts, notes, mortgages, stocks, bonds, and other securities. 

Each transaction consists of two flows of funds, one expressing the debit 
side and the other the credit. Both flows may be financial, or one may be 
financial and the other nonfinancial. When Farmer Jones sells a turkey 
for $10, both types of flow are present. The sale itself (or credit entry) is 
nonfinancial, for the turkey is flesh and blood, not money or credit. The 
receipt of cash (or debit entry) is financial, for it involves a movement in 
minis. Even gifts become a concept separate from the object given. 
When Josephine Doakes contributes $5 to the Community Chest, the 
gift itself (an abstract concept) is nonfinancial, but the transfer of cash is 
financial. When Mr. Dealer sells a $1,000 bond to Mr. Investor, there are 
wo financial flows, or two opposing transfers of instruments representing 
nancial claims: cash and bonds. Transactions covering two nonfinancial 
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flows, however, such as a government donation of military equipment to 
a foreign country, or barter, are omitted from the accounts. 

Like the businessman, the social accountant eliminates purely internal 
transactions, for his statement of funds is likewise designed to cover only 
relationships between two or more separate economic units. Transactions 
are divided into three categories roughly analogous to those of the busi¬ 
ness accountant’s version but nevertheless quite different in scope. They 
are the following: 

(а) Financial flows, or movements in asset claims, liabilities, and net 
worth. 

(б) Nonfinancial flows, or purchases and sales of goods and services, 
plus gifts and other uncompensated transfers, which are associated with 
offsetting financial flows. 

(c) Transactions not involving two separate economic units and those 
not effected through the transfer of money or credit. 

From a study of the comparative balance sheets (Table 5-2) and the 
profit and loss statement (Table 5-4) we shall allocate the transactions 
of the Adams Store among the above three classifications. We shall divide 
data into categories (a) and (6), each of which will in turn be subdivided 
into sources and uses of funds. Transactions in group (c) will be omitted. 

Let us start with the comparative balance sheets. The first two items, 
cash (increase S4,430) and accounts receivable (increase 83,500), are both 
financial uses of funds, to be entered in category (a). The increase in ac¬ 
counts receivable on account of sales minus payments, however, was 
83,550; the 850 deduction was due to loss on a defaulted debt. In a sense, 
therefore, 83,550 of funds was applied to accounts receivable, although in 
fact 850 of this amount was “donated” to the delinquent debtor. At a 
later point it will be shown that the Federal Reserve Board does dis¬ 
tinguish between the 83,500 net increase in receivables and the 850 
“valuation adjustment,” but more on account of statistical feasibility 
than a conviction that this treatment is theoretically desirable. For the 
time being, let us enter S3,550 as the amount of funds used to finance ac¬ 
counts receivable. The next item, inventories (increase, 87,000), repre¬ 
sents an acquisition of goods from other persons, which is a nonfinancial 
flow, eligible for category (6). Up to this point the following transactions 

have been allocated: 


(a) 

Financial flows 
Uses of funds: 

Increase in cash 

Increase in accounts receivable 


(b) 

Nonfinancial flows 
Uses of funds: 

4,430 Change in inventory 
3,550 


7,000 


Movements in furniture and fixtures and buildings were caused entirely 
by depreciation allowances. Because they did not involve transactions 
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with another accounting unit, they are omitted as being part of category 
(c). The delivery van, however, is a purchase from an outsider ($3,500), 
entered in category (6). With this addition, the flows of funds appear as 
follows: 

(a) ( b) 

Financial flows Non financial flows 

Uses of funds: Uses of funds: 

Increase in cash 4,430 Capital expenditures 3,500 

Increase in accounts receivable 3,550 Change in inventory 7,000 


Let us turn to the liabilities. The increases in accounts payable ($6,000) 
and notes payable (SI0,000) are financial sources of funds, to be entered 
in group (a). The increase in accrued taxes payable ($500), however, is 
omitted. The Federal Reserve Board, mindful that cash receipts of the 
government are important in evaluating the impact of fiscal policy on 
economic activity, has decided to enter taxes in the government’s state¬ 
ment of funds only when they are paid. Since the accrued taxes of the 
Adams Store are not entered on the statement of the outside transactor 
(the government), they become a purely internal transaction, or part of 
category (c). To maintain consistency in cross reference among the funds 
statements of different sectors of the economy, a category (c) item for one 
transactor must also be in category (c) for all others. 

At this point the recapitulation of sources and uses of funds appears as 
■ follows: 


(a) 

Financial flows 
Sources of funds: 

Increase in accounts payable 6,000 

Increase in notes payable 10,000 

Uses of funds: 

Increase in cash 4,430 

Increase in accounts receivable 3,550 


( b ) 

A T onfinancial flows 
Uses of funds: 

Capital expenditures 3,500 

Change in inventory 7,000 


The final item on the comparative balance sheets is the increase in net 
worth ($730). Since this movement is due to profits, it must be analyzed 
through the profit and loss statement. 

In order to be available separately for analytical purposes, profit and 
oss items pertaining to operations are entered as operating sources and 
uses of funds under the general category of nonfinancial flows. The first 
® ales (^12,500), is a nonfinancial source of funds, while cost of goods 
sold ($9,000) is a nonfinancial use. A total of $16,000 of inventory was in 
fact purchased from outsiders, but for purposes of the statements this 
amount is divided into two parts: increase in inventory ($7,000), which 
as been covered above, and “other goods and services” ($9,000)', under 
the heading of operating uses. 

The Adams Store spent $1,000 in wages and $20 in interest. Both repre- 
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sent purchases of services from outsiders. They are classified separately 
under operating uses of funds so that services of factors of production may 
be distinguished as far as possible. 

At this point the recapitulation of flows appears as follows: 


(a) 


( b ) 


Financial flows 


Nonfinancial flows 


Sources of funds: 


Sources of funds: 


Increase in accounts payable 

6,000 

Operating: 


Increase in notes payable 

10,000 

Sales 

12,500 

Uses of funds: 


Uses of funds: 


Increase in cash 

4,430 

Operating: 


Increase in accounts receivable 

3,550 

Payroll 

1,000 



Interest 

20 



Other goods and services 

9,000 



Capital expenditures 

3,500 



Change in inventory 

7,000 


Since the increase in liability (credit) for accrued property taxes was 
not entered in the funds statement, so must the corresponding debit entry 
for tax expense be omitted. Depreciation is likewise not a transaction with 
an outside accounting unit. Both these items belong to category (c). 

Table 6-4 is a regrouping of the information collected in the text tables 
in a statement of sources and uses of funds modeled after those published 
by the Federal Reserve Board. Note that certain terminology has been 
revised to conform to that used by the Board. Thus notes payable (which 
in this illustration were borrowed from banks) become bank loans, ac¬ 
counts payable become trade debt, cash becomes currency and deposits, 
and accounts receivable become trade credit. 


Table G-4 

THE ADAMS STORE 

Social Accountant’s Statement of Sources and Uses of Funds, 

Year Ended December 31, 1955 


Sources of funds 
Nonfinancial sources: 

Operating: 

Sales and other receipts from 
operations 

Net increases in liabilities: 

Bank loans 
Trade debt 


Total sources 



Uses of funds 
Nonfinancial uses: 

Operating: 

Payroll 

1,000 

12,500 

Interest 

20 

Other goods and services 

9,000 

10,000 

Other: 

3,500 

6,000 

Capital expenditures 

Change in inventory 

7,000 


Net increases in financial assets: 
Currency and deposits 

4,430 


Trade credit 

3,500 


Valuation adjustment (bad debt 
charges) 

50 

28,500 

Total uses 

28,500 
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The 33,550 of funds applied to accounts receivable are shown as two 
items: trade credit of S3,500, covering the net increase in receivables at 
book value, and S50 valuation adjustment (loss on bad debts). This treat¬ 
ment follows the form of statement published by the Federal Reserve 
Board for larger sectors of the economy and is based on statistical con¬ 
siderations. Some enterprises (banks, for example) provide data on bad 
debt charges applying to several types of indebtedness rather than solely 
to trade credits. Thus movements in individual items appear at book 
value, and a single valuation adjustment is intended to revise their total 
to reflect actual applications of funds to financial items and “donations” 
to delinquent debtors. 

CONCLUSION 

The statement of sources and uses of funds is an instrument for out¬ 
lining the transactions by which resources flow from one person or institu¬ 
tion to another. Accounting techniques are so employed as to avoid the 
necessity to define funds, which do not exist as any balance or stock, 
either tangible or intangible. Instead of funds, there are only flows of 
funds. 

A flow of funds is a simultaneous acquisition and application of re¬ 
sources arising out of transactions with other accounting units. Except for 
revaluations of working capital in the business accounting statements, all 
transactions that are internal to a single accounting unit are omitted from 
statements of funds. Sources of funds consist of credits recording the 
liquidation (or liberation) of assets, incurrence of liabilities, earning of in¬ 
come, receipt of new investment or of a gift or windfall gain. Uses of funds 
are debits recording the acquisition of new assets, liquidation of liabilities, 
covering of expenses or windfall losses, payment of dividends, distribution 
of investment to owners, or gifts made. 

The economist’s and the businessman’s statements of funds are similar 
in basic structure, but the details shown in each reflect differences in the 
roles they are intended to play. The businessman’s statement is used to 
examine an enterprise’s liquidity, which is measured by changes in its 
working capital. Accordingly, net movements in working capital appear 
as a single item—a use of funds if an increase and a source if a decrease. 
All contra-entries to changes in working capital are entered as offsetting 
sources and uses of funds, regardless of whether they represent internal 
or external transactions. 

The economist’s statement of funds, on the other hand, is useful in 
studies of interrelationships between fluctuations in economic activity and 
changes in the structure of financial holdings, including the liquidity of the 
community, the extent and nature of its borrowing, and the expansion and 
contraction of money and credit. Flows of funds are divided into non- 
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financial, representative of the community’s economic activity, and 
financial, which describe movements in debt holdings. 

Like other accounting instruments, statements of funds are descriptive 
rather than explanatory. Thus it must not be supposed that financial 
flows necessarily take place to service “autonomous” activity described 
in the nonfinancial section. An examination of the statements alone cannot 
indicate whether enterprises expanded their production and sales because 
investment was available in sufficient quantities, or whether on the other 
hand the attractiveness of markets called forth investment that would not 
otherwise have been forthcoming. In either the economist’s or the business¬ 
man’s statement, it cannot be assumed that sources cause uses, or vice 
versa. An increase in working capital may stem from a conscious effort 
on the part of management to raise the current assets necessary to finance 
increased activity, or on the other hand an increase in operations may 
spontaneously provide the enterprise with additional funds. Only by 
examination of evidence from other sources than the statement, and by 
inductive reasoning on the part of the analyst, can the chain of cause and 
effect be surmised. 

PROBLEM 

Prepare a statement of sources and uses of funds, in both the business account¬ 
ant’s and the economist’s version, covering transactions of the Blake Store for 
the year ended December 31, 1955. 



CHAPTER 7 


CORPORATION ACCOUNTING: I. THE TRANSACTIONS 


DEFINITION OF A CORPORATION 

Since the corporation exerts a dominant influence on business organiza¬ 
tion and activity in the more important manufacturing and trading 
nations, our development of the principles of business and social account¬ 
ing must include an illustration of corporate accounts. The program is 
similar to that for the sole proprietorship. Accounting entries of corpora¬ 
tions will be explained through a series of illustrative transactions, and 
once again a worksheet will be prepared. Balance sheets, profit and loss 
statements, and statements of sources and uses of funds will be drawn 
up from the viewpoints of both social and business accountants. As in the 
case of the sole proprietorship, it is not our intention to illustrate all 
possible corporate transactions but to present the broad structure of 
corporation accounts so that they will be meaningful to the economist. 

The essential difference between a corporation and a sole proprietorship 
(or partnership) is the separate individuality of the former. Although the 
corporation had already long existed, it was most precisely defined only 
in 1819, when Chief Justice Marshall handed down the Dartmouth 
College decision. Marshall described a corporation as “an artificial being, 
invisible, intangible, and existing only in contemplation of law.” 

Separate individuality from its owners has notably affected the develop¬ 
ment of corporations. For example, the owners (stockholders) do not have 
the same responsibilities toward operations as a sole proprietor or partners 
If the enterprise contravenes the law or does damage to third persons, the 
corporation itself, rather than the owners, is responsible. To be sure, if it 
is forced1 to pay damages in court, the value of its assets declines and the 
owners have suffered a loss in their investment. If damages are greater 
than net assets, the owners are apt to lose their entire investment. But 
they are not further liable personally, as they would be in the case of an 
— P ° rated enter P nse - This Principle of limited liability has enabled 

Xl a OD f t0 t miSe , Capital 0ver vef y broad markets. Owners of small 
1 ^ rest " d ^controlling the affairs of the corporation, may 

biUt^Tr °t IT i OSe who COntro1 ^ involve the m in responsi- 
greater than the amount of their investment. It follows that the 
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corporate form of organization has served as an instrument of concen¬ 
trating control over industrial enterprises in relatively few individuals 
rather than in the large mass of owners. 

From an accounting point of view, the principal difference between the 
corporation and other forms of business enterprise lies in the net worth 
and certain liability accounts. Different contributors of capital have 
different agreements with the corporation as to the terms of distribution 
of earnings and repayment, if any, of investment. Capital contributions 
may be in stocks or bonds. The latter are corporate liabilities which 
normally bear interest and have certain provisions for repayment on 
maturity. The former, on the other hand, evidence ownership in the 
corporation; instead of interest, the investor-owner receives a portion of 
earnings (dividends) as his return. The corporation must set up a different 
liability account for each type of bonds issued and a different net worth 
account for each type of stock. In addition, there are net worth 
accounts representing undistributed earnings available for dividends, 
undistributed earnings set aside for special purposes, increments in the 
value of assets due to circumstances other than earnings, and changes in 
net worth effected by other means. The complex nature of liability and 
net worth accounts will be clarified in the illustration to follow. 


EXAMPLE 


On December 31, 1955, Mr. Adams decided to incorporate the Adams 
Store. Business had been successful, and he felt ready to expand oper¬ 
ations. Since he did not wish to invest additional capital himself, he de¬ 
cided to persuade other savers to help him finance his business expansion. 
However, he would retain control over operations by holding the greater 
portion of common stock in his own name. In addition, he would issue 7% 
nonvoting preferred stock, to attract investors interested in a reasonably 
secure dividend but not in control over operations. To draw investors who 
wanted an almost riskless security, he would offer debenture bonds, 
secured only by the general assets of the corporation but which, in 
liquidation, would have a claim over those assets prior to either the pre¬ 
ferred or common stock. Because of their greater security, he was able to 
offer these at a lower rate than the preferred stock; interest on the bonds 


was set at 5 per cent. , 

Transaction (1). As soon as he had secured the corporation charter, 

Mr Adams issued 1,000 shares of common stock, at a stated value ot $ 1 UU 

each, to himself as the sole stockholder. This stock signified his ownership 

of the net worth of the corporation, just as he had previously owned the 

net worth of the Adams Store. However, the book value of the Adams 

Store net worth at December 31, 1955, was §73,230 (as may be remem- 
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bercd from Chapter 5), whereas the total stated value of the common 
stock is 8100,000 (1,000 shares at $100 each). At first glance it would 
seem that he was receiving a greater value than he was entitled to. 

But Mr. Adams chose to issue himself SI00,000 of stock because he 
felt that was the value of the store as a going concern. Individually, 
assets minus liabilities, at cost less depreciation, added to only $73,230; 
however, when put together into a going business, with a reputation and 
a clientele, he felt their total value was $100,000. If Mr. Adams had 
planned to remain the sole stockholder, it would not have made any 
difference whether the stock was valued at $100,000, or at $73,230, or 
at 75 cents, since its real value lies in the physical assets of the company 
and their earning power. These remain the same regardless of what money 
value one chooses to apply to them. But Mr. Adams had in mind the 
possibility that he would sell some of his holdings or issue additional 
stock to new subscribers. Since the new purchasers would not have 
participated in building up the reputation of the enterprise, it would be 
only fair that they should pay a higher price per share. For this reason he 
decided on $100,000 as the stated value. 

While a sole proprietorship normally has only one net worth account, 
a corporation has several. Mr. Adams planned an array of accounts, all 
classified under the general heading “net worth,” to replace the single net 
worth account he had had as a sole proprietor. The first of these new 
accounts was entitled “common stock.” He made the following entry: 1 

(1) Goodwill 26,770 

Net worth 73,230 

Common stock 100,000 


Goodwill is an intangible asset; it is the recorded value of the increase 
in real worth of a business because of its reputation as a going concern and 
the clientele it has attracted. It is normally entered on the books only 
when a company is sold. Thus if Mr. A owns a company with net assets 
of $50,000 book value, and he sells it to Mr. B at a price of $60,000, Mr. B 
would debit goodwill $10,000. In the present example, the incorporation 
of the enterprise and the issuance of new stock are tantamount to a sale. 
Mr. Adams as sole proprietor sold the business to himself as stockholder. 

The value of goodwill is a matter of negotiation between buyer and 
seller and is equal to the amount the buyer is willing to pay in excess of 
the book value of net assets. Business accounting texts list many ways in 

ac u tUa ! ? racticc - a new set of looks is opened when a sole proprietorship or 
partnership is incorporated. All asset and liability accounts are closed on the books of 

Z*° ld corr, P an / ani1 0 P e ned again on those of the new. For the sake of simplicity, and 
because the enterprise is a continuous one for purposes of economic reasoning, entries 
are here made as if the same set of books had been continued. 
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which goodwill is computed; for example, the buyer may agree to pay an 
amount equal to the average earnings of the company for a period of 
years. The method of computation that will appeal most to economists 
(since it appears to be based on economic principles) is that of capitalizing 
the earning power. For example, if the marginal efficiency of capital can 
somehow be estimated at 10 per cent (perhaps because this is the going 
rate of return for similar businesses), and if a particular business with net 
assets of $100,000 is in fact earning $15,000 a year, or a 15 per cent return, 
then its goodwill is $50,000. If the net worth of the company is increased 
to S150,000, through the addition of $50,000 goodwill, its rate of earnings, 
now reduced to 10 per cent, equals the marginal efficiency of capital. 

In fact, however, no one can compute the marginal efficiency of capital. 
It differs in different types of business, and a comparison of the earnings 
of one enterprise with a similar one may be vitiated by the existence of a 
different amount of unrecorded goodwill in each. In the final analysis, 
goodwill is only what is bargained between buyer and seller. In the case 
of the Adams Corporation, where the buyer and seller are the same per¬ 
son, goodwill could have been any amount that Mr. Adams chose to 
name. Presumably, however, he was limited in his ambitions by the fact 
that ultimately the value of the stock would not be what he stated but 
rather what it would sell for on the market. His purpose was not to state 
a very high goodwill but to find a practicable stated value. 

The debit to goodwill in entry (1) records a new asset. The debit to net 
worth eliminates the old net worth account of the sole proprietorship to 
pave the way for its replacement by the new scheme of accounts. The 
credit to common stock opens the first of the new net worth accounts. 

Transaction (2). Mr. Adams donated $50,000 of his stock back to the 
corporation. Clearly there has been no real change in the value of his 
holdings. He is the sole stockholder, and his stock, whether it amounts to 
$50,000 or $100,000, is a claim against the entire net assets of the corpo¬ 
ration. His motive was probably based on legal rather than economic con¬ 
siderations. The corporation charter may have permitted the issue of only 
$100,000 of common stock, and Mr. Adams wanted to raise more money 
on the capital market. Therefore he would donate some of his stock back 
for the corporation to sell to outsiders. Or, he may have wanted to create a 

surplus account. . 

A surplus account contains elements of net worth not included as 

capital stock. Stock accounts are normally kept at the stated or par value 
of outstanding certificates, or else at the amount received for their 
original sale. If a corporation increases its net worth through earnings, 
that increase is credited to a separate net worth account called earned 
surplus. If additional investment is received from stockholders but no new 
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stock is issued, that investment is recorded in another account called 
paid-in surplus. Thus if Mr. Adams had donated a building, or some other 
asset (cash, perhaps) to his corporation without receiving additional 
stock in return, the asset contributed would be debited and the contra- 
credit entered as paid-in surplus. 

The separation of original investment from additional increments is 
based primarily on legal considerations. The Dartmouth College case, in 
establishing the “fictional theory” (that a corporation is a fictional being, 
legally distinct from its owners) laid the groundwork for the associated 
“trust fund theory.” The principle of limited liability is a corollary of the 
fictional theory. A stockholder, being legally separate from the corporation, 
cannot be responsible for its debts; therefore, his liability is limited to the 
amount he has invested. Since the creditor must have some assurance 
that assets will remain intact as security for his loan (and not be dis¬ 
tributed to owners when bankruptcy is impending), early American 
corporation law provided that the invested capital of a company should 
remain as a “trust fund” for creditors. A corporation would not have the 
right to pay its original capital back to investors in the form of dividends 
but would be limited to current earnings. 

The trust fund theory has been battered almost beyond recognition by 
legal devices designed to circumvent it. Paid-in surplus is one of them. 
In many states, paid-in surplus, together with earned surplus, can be used 
for dividends. Therefore, corporate accounts sometimes record only part 
of original investment in a stock account and the remainder in paid-in 
surplus. For example, stock may be issued for $125 but be entered on the 
books at a stated value of S100; the difference of 825 is credited to paid-in 
surplus. The $100 is a “ trust fund ” and cannot be distributed as dividends 
unless the corporation is liquidated or reorganized. The $25, however, is 
immediately available for dividends according to the laws of many states. 

When Mr. Adams donated his stock to the corporation, the effect was 

to transfer $50,000 from common stock to paid-in surplus. The entry 
follows: J 


(2) 


Treasury stock 

Paid-in surplus 


50,000 


50,000 


When a corporation repurchases shares of its own stock, they are known 
as treasury stock (i.e., held in the treasury of the corporation) While 
some corporations carry treasury stock as an asset, it is not correct to do 
so. treasury stock represents a claim by the corporation on itself; it is not 
an asset but a reduction of common stock outstanding. It is a valuation 

b C a°v U a I Iu a t SS0CIated COmm ° n St ° Ck (iUSt 85 allowance for depreciation 
valuation account associated with fixed assets). The debit to treasury 
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stock reduces net worth; it is entered in the net worth section of the bal¬ 
ance sheet as follows: 

Common stock, authorized and issued, 1,000 shares at $100 stated 

value $100,000 

Less: In treasury, 500 shares 50,000 

Outstanding, 500 shares $50,000 

Transaction (3). In order to raise additional capital for the corporation, 
Mr. Adams sold $25,000 of the treasury stock in the market for $50,000. 
Treasury stock is credited with its stated value ($25,000), and the remain¬ 
ing $25,000 is credited to paid-in surplus. The entry follows: 



Cash 

Treasury stock 
Paid-in surplus 


50,000 


25,000 

25,000 


At this point the net worth section of the balance sheet appears as follows: 


Net worth: 

Common stock, authorized and issued, 
stated value 

Less: In treasury, 250 shares 
Outstanding, 750 shares 
Paid-in surplus 
Total net worth 


1,000 shares at $100 

$ 100,000 
25,000 

$ 75,000 
75,000 
$150,000 


The common stock account has been recorded at stated value. Its total 
will always equal $100 times the number of shares outstanding (shares 
outstanding equals shares issued minus those in treasury). The paid-in 
surplus account is composed of two amounts, $50,000 of donated stock, 
plus $25,000 premium at which the treasury stock was sold. The fact that 
treasury stock sold at $200 a share rather than $100 is an indication that 
Mr. Adams set a stated value less than what the market would bring. 
If he had wanted to set a stated value of $200, he might have done so, 
and the goodwill would have been higher. 

Transaction (4). The Adams Corporation paid $1,000 for lawyers and 
various fees in connection with incorporation. Since Mr. Adams reasoned 
that these expenses added value to the assets of the enterprise (in that it 
thereby acquired all the privileges of a corporation), he decided to debit 
this amount as an asset. Like goodwill, organization expense is an intangi¬ 
ble asset. The entry follows: 

(4) Organization expense 1,000 

Cash 1 • 000 

Transaction (6). Mr. Adams felt the company still did not have enough 
funds, so he proposed to issue $100,000 of bonds. The charter authorized 
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the corporation to do so, and at a stockholders' meeting (at which Mr. 
Adams, being the majority stockholder, had his way) the issue was voted. 

Bonds are normally issued in round amounts, most frequently at a 
value of $1,000. The rate of interest depends on conditions in the loan 
market as well as on the reliability and security of the bond. Since face 
values of $1,000 and interest rates at discrete intervals do not afford 
sufficient flexibility in determining an initial price and rate of return, 
bonds are often issued at a discount or a premium. 

The Adams Corporation offered investors a ten-year debenture bond 
with a face value of $1,000, interest of 5%, at a discount of S50. Thus each 
certificate would sell for $950, bear annual interest of S50 (5% of SI,000) 
and would be redeemed in ten years for $1,000. Although interest was 5%, 
bond yield would be greater. In the first place, the holder of each certifi¬ 
cate would receive $50 yearly on an investment of S950, which is a return 
of 5.26316%. In the second place, he would earn an additional S50 (the 
difference between $950 and $1,000) over the ten-year life of the bond. 
Thus the real bond yield would be greater than 5.26316%. 

The Adams Corporation sold $100,000 face value of bonds on these 
terms, receiving $95,000 in cash. The entry follows: 

(5) Cash 95,000 

Bond discount 5,000 

Bonds payable 100,000 

From a strictly economic point of view, bond discount should be treated 
like treasury stock; it should be a valuation account recording a reduction 
in the book value of bonds payable. If this reasoning were accepted, bonds 
and bond discount would appear together on the balance sheet as follows: 

5% debenture bonds, maturing Jan. 1, 1966 $100,000 

Less: bond discount 5,000 

Net value of bonds $95,000 

From this standpoint, the liability has two values: the amount borrowed 
($95,000) and the amount to be repaid at maturity ($100,000). Each is 
significant to economic analysis, and there is no greater argument for 
entering one than another in the balance sheet. A gradual increase from 
$95,000 to $100,000 over the life of the bonds (through amortization of 
the discount) would appear to be the most satisfactory solution. 

For legal considerations, however, the liability must be entered at face 
value, or $100,000. As soon as the issue has been made, the corporation is 
liable for payment of that amount, and at no time and by no means short 
of bankruptcy can it satisfy its legal obligation by paying less. Creditors 
and stockholders examining the balance sheets are interested in face 
value in order to compare the status of their own claims against the corpo¬ 
ration with those of bondholders. 
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When cash of $95,000 is received in exchange for a bond liability of 
SI00,000, the difference (bond discount) must somehow be accounted for. 
The most desirable treatment—entering it as a reduction of the amount 
borrowed—is ruled out by the legal considerations surrounding the 
amount of the liability; and any other treatment is not entirely satisfac¬ 
tory. It cannot be charged as a loss, since no loss has occurred. It should 
not be deducted from surplus, because retained earnings have not been 
reduced; and its status as an asset is questionable. 

Business accountants have offered the following solution to this dilemma. 
The cost of borrowing, they argue, consists of two parts. In the first place, 
there is the interest, or 5% of face value. In the second place, there is an 
additional cost resulting from the fact that repayment at maturity must 
be S5,000 greater than the cash realized at the time of issue. It is as if the 
corporation had received the full $100,000 and had immediately paid 
$5,000 of interest. The interest is not a current expense or even a current 
asset, since it applies over the life of the bonds. It is a long-term payment 
in advance, entered under “deferred charges,” a category that includes 
asset items to be charged to profit and loss over a period of years. 

While this treatment is necessary because of legal considerations 
governing balance sheets, it does not satisfy the needs of analysts con¬ 
cerned with market forces affecting the underlying transaction. Supply 
and demand conditions were such that $95,000 of borrowing—no more 
and no less—was forthcoming at prevailing market terms. Adjustments 
are made to show borrowing at this amount in all social accounting state¬ 
ments and in the businessman’s statement of funds as well. 

The bonds of the Adams Corporation were sold at a discount, but it is 
equally possible to sell bonds at a premium. If a $1,000 bond, with stated 
interest of 5%, sells at a premium, the yield is less than 5%. The annual 
interest is $50 (5% of $1,000), but if the purchaser has paid $1,050 for 
his bond, his money is earning instead 4.76190% (since $50 is 4.76190% 
of $1,050). In addition, he pays the penalty of losing $50 over the lifetime 
of the bond, because at maturity it will be redeemed for only $1,000. 
Hence the true yield is somewhat less than 4.76190%. Just as bond dis¬ 
count is entered as a deferred charge on the asset side, bond premium is 
entered as a deferred credit among the liabilities. 

Transaction (6). In order to appeal to investors interested in a greater 
return than offered by the bonds but unwilling to assume the full risks of 
common stockholdings, the Adams Corporation issued 1,000 shares of 
7% preferred stock, with a par value of $75. Issued at par, it yielded the 
corporate coffers $75,000. Preferred stock is part of net worth, and the 
entry for this issue follows: 


(6) Cash 

7% preferred stock 


75,000 

75,000 
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Transaction (7). The Adams Corporation had now acquired sufficient 
funds to finance its expansion. It spent S20,000 on a new wing for its 
building, $7,000 for two new delivery vans, $8,000 to acquire furniture 
and fixtures, and S78,000 for a new stock of inventory. The entry record¬ 
ing these acquisitions follows: 


(7) Inventories 78,000 

Furniture and fixtures 8,000 

Delivery vans 7,000 

Building 20,000 

Cash 113,000 


Transaction (8). Finally, since it possessed a greater amount of cash 
than necessary to carry on immediate operations, the corporation paid 
the outstanding bank note of the Adams Store ($12,500) and invested 
$50,000 in marketable securities. The former payment would reduce 
interest cost, while the latter would put surplus cash to work earning 
interest and dividends. The entry covering both these transactions 
follows: 

(8) Notes payable 12,500 

Marketable securities 50,000 

Cash 62,500 

At this point the Adams Corporation was ready to start operations, and 
Mr. Adams prepared a corporate balance sheet. He set up a worksheet, 
shown as Table 7-1, in which he entered the closing balance sheet of the 
Adams Store in the first two columns, the incorporating entries in columns 
3 and 4, and the opening balance sheet of the Adams Corporation in 
columns 5 and 6. The latter balance sheet is the crosswise sum of entries 
in the first four columns. The student is advised to check all the entries 
to the worksheet to determine that they have been properly recorded, 
and then to check the computation of the final balance sheet. This balance 
sheet is presented as Table 7-2. The student should study it, item by item, 
and should review to himself the significance of each classification category 
(current assets, fixed assets, etc.). 


Transactions during the Year 

The differences between proprietorship and corporation accounting lie 
mainly m financial structure; in operations the two are similar. The 

“ !t Ct l 0n ? VGrS the °P erations of the Adams Corporation during 
950. In the first few transactions, where no new principles are introduced 

T made '"thout discussion. By way of review, the student 
may supply his own explanations of debits and credits. 
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Table 7-1 

THE ADAMS CORPORATION 
Derivation of Opening Balance Sheet, January 5, 1956 



The Adame Store 
balance sheet. 
Dec. St. 1966 

Incorporating 

entries 

The Adams Corpora¬ 
tion balance sheet, 
Jan. 6, I960 


Debit 

Credit 

Debit 

Credit 

Debit 

Credit 


(1) 

(2) 

(3) 

(4) 


(5) 

(6) 

Cash 

15,430 


50,000 (3) 

1,000 

(4) 

58.930 





95,000 (5) 

113,000 

(7) 






75,000 (6) 

62.500 

(8) 



Accounta receivable 

3.500 





3,500 


Inventories 

7,000 


78,000(7) 



85,000 


Marketable securities 



50.000 (8) 



50,000 


Furniture and Bxtures 

4,000 


8,000 (7) 



12,000 


Allowance for depreciation 


200 





200 

Delivery vans 

3,500 


7,000 (7) 



10,500 


Building 

50,000 


20.000 (7) 



70.000 


Allowance for depreciation 


1,000 





1,000 

Land 

10,000 





10,000 


Goodwill 



26.770(1) 



26,770 


Organization expense 



1,000 (4) 





Accounts payable 


8,000 





6.000 

Notes payable 


12,500 

12,500(8) 





Accrued taxes payable 


500 





500 

Bonds payable, 5% debentures 




100.000 

(5) 


100,000 

Bond discount 



5,000 (5) 



5,000 


Common stock 




100,000 

(1) 


100,000 

Treasury stock 



50,000 (2) 

25.000 

(3) 

25.000 


7 % preferred stock 




75,000 

(6) 


75,000 

Paid-in surplus 




50,000 

(2) 


75.000 





25,000 

(3) 



Net worth of Adams Store 


73.230 

73,230(1) 





Totals 

93,430 

93,430 

551,500 

551,500 


357.700 

357,700 








Transaction (1). The Adams Corporation paid in cash the accounts 
payable and accrued taxes it had inherited from the Adams Store. 

(1) Accounts payable 6,000 

Accrued taxes payable 500 

Cash ® > 5®® 

Transaction (2). The Adams Corporation acquired inventories of 
$200,000, for which it paid $150,000 in cash; the remainder had not been 
paid for at the end of the year. 



Inventories 

Cash 

Accounts payable 


200,000 


150,000 

50,000 




















CORPORATION ACCOUNTING: I 
Table 7-2 


97 


THE ADAMS CORPORATION 
Balance Sheet, January 5, 1956 

Assels 

Current assets: 

Cash on hand and in bank 
Accounts receivable 
Inventories 
Marketable securities 
Total current assets 
Fixed assets: 

Furniture and fixtures 
Less: Allowance for depreciation 

Delivery vans 
Building 

Less: Allowance for depreciation 
Land 

Total fixed assets 
Intangible assets: 

Goodwill 

Organization expense 
Total intangible assets 
Deferred charges: 

Bond discount 
Total assets 

Liabilities and Net Worth 

Current liabilities: 

Accounts payable 
Accrued taxes payable 

Total current liabilities 
Fixed liabilities: 

5% debenture bonds, maturing Jan. 1, 1966 
Net worth: 

Common stock, authorized and issued: 

1,000 shares at $100 stated value 
Less: In treasury, 250 shares 

Preferred stock, 7 %, authorized, issued, and outstand¬ 
ing, 1,000 shares at $75 par value 
Paid-in surplus 

Total net worth 

Total liabilities and net worth 


$58 r 930 
3,500 
S5,000 
50,000 


$197,430 


$ 12.000 
200 811,800 
10,500 

$ 70,000 

1,000 G9,000 

10,000 


$26,770 

1,000 


101,300 


27,770 

5,000 

$331,500 


$ 6,000 

500 


i 6,500 

100,000 


$ 100,000 

25,000 $75,000 

75,000 
75,000 


225,000 

$331,500 


Transaction (3). The $3,500 outstanding accounts receivable inherited 
from the Adams Store were collected. 


(3) 


Cash 


Accounts receivable 


3,500 


3,500 
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Transactions (4) and (6). The Adams Corporation sold inventories that 
had cost $220,000. 

(4) Cost of goods sold 220,000 

Inventories 220,000 


It sold them for $400,000, of which $375,000 was paid in cash during the 
year and the rest remained unpaid at December 31. 


(5) Cash 

Accounts receivable 
Sales 


375,000 
25,000 

400,000 


Entries (4) and (5) cover the same transaction; when similar entries 
were made in Chapter 4, they were combined into one. Entry (4) records 
the cost of goods sold, indicating that inventories have been decreased 
$220,000, which is a charge to operations. Entry (5) records the sale of the 
same goods for $400,000. There is an increase in cash and accounts receiva¬ 
ble (debits), and a credit to sales. 

Transaction (6). During the year the Adams Corporation paid the fol¬ 
lowing expenses of operations: wages and salaries, S39,000; advertising 
expenses, $10,000; delivery expenses, $5,000; heat and light, $5,000; and 
miscellaneous expenses, $13,000. 


Wages and salaries 

39,000 

Advertising expenses 

10,000 

Delivery expenses 

5,000 

Heat and light 

5,000 

Miscellaneous expenses 

13,000 


Cash 72,000 


Transaction (7). Since the end of the pay period did not synchronize 
with the end of the year, laborers and salaried employees earned $1,000 
during 1956 which was not due until a few days after the new year had 
begun. It is nevertheless charged to profit and loss (as part of consumption) 
in 1956 and credited as an accrued liability. 


(7) Wages and salaries 

Accrued wages and salaries 


1,000 

1,000 


Transaction (8). At the end of the year Mr. Adams calculated that the 
corporation had incurred tax liabilities (other than profits tax) of $700. 
These liabilities consisted mostly of property tax but included also various 
excise taxes. Since they were chargeable to expenses during the period 
and stood as an accrued liability at the end of the year, he made the 
following entry: 


700 


(8) 


Tax expense 

Accrued taxes payable 


700 
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Transaction (9). The Adams Corporation sold certain of its marketable 
securities for a price of S30.000. These securities had cost §25,000 when 
purchased and were carried on the books at that value. Marketable 
securities are credited 325,000, but cash is debited S30.000. The difference, 
or $5,000, is credited to a profit and loss account, called “profit on sale of 
securities.” 

(9) Cash 30,000 

Marketable securities 25,000 

Profit on sale of securities 5,000 

Transactions (10) and (11). During the course of the year the Adams 
Corporation paid S400 for maintenance expenses. These covered the 
ordinary upkeep of the building, consisting of such items as repair of 
leaky faucets, replacing broken glass, maintaining and repairing the heat¬ 
ing system, and so forth. 

Mr. Adams reasoned, however, that the service of maintenance is 
spread over a different period from the artificial one (such as the calendar 
year) used for accounting purposes. Suppose, for example, the heating 
system should break down in December, 1958, and require extensive 
repairs. If these repairs were charged to expenses in 1958, the accounting 
would not take into consideration the fact that the services of the repairs 
are performed in 1959 and subsequent years as well. It would be only 
accident that the repair was needed in December; had the breakdown held 
off for another month, the charge would have been incurred in the follow¬ 
ing year. Much is to be said for the policy of spreading costs of mainte¬ 
nance and repairs over longer periods than the accounting year. 

Mr. Adams decided to set up an account called “reserve for mainte¬ 
nance.” He would debit “maintenance expense” (a profit and loss 
account) every year with the average, rather than actual, annual expense, 
and credit reserve for maintenance. When an expenditure on maintenance 
was made, he would debit reserve for maintenance and credit cash (or 
accounts payable). Since he expected the average annual expenditure to 
be $600, he made the following entry during 1956: 

(f0) Maintenance expense 600 

Reserve for maintenance 600 

When the expenditure of $400 for maintenance was made, he entered 
the following: 

(H) Reserve for maintenance 

Cash 

Reserve for maintenance is part of corporate net worth. While only 


400 

400 
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S400 has been expended, S600 has been charged to a profit and loss 
account; profits ultimately credited to earned surplus are S‘200 less than 
they would be if profit and loss had been debited for the actual expendi¬ 
ture. The reserve is meant to distribute the charge against profits evenly 
over the years, but it is not intended to cause an understatement of net 
worth. Inclusion of the reserve for maintenance (S200) as part of net 
worth restores the latter to its correct amount. 

A short example will clarify the mechanics of the reserve for mainte¬ 
nance. For simplicity, we shall suppose that the average expenditure on 
maintenance is calculated for a ten-year period and that actual expendi¬ 
tures each year are as follows: S400, S450, S600, $450, S/00, $750, $300, 
$700, $800, and S850 (averaging to S600). Each year the entries are made 
as shown above. The maintenance expense account is closed to profit and 
loss (i.e., ultimately debited to earned surplus), and the balance in reserve 
for maintenance appears in the net worth section of the closing balance 
sheet. The entries and the balance each year are shown in Table 7-3. 


Table 7-3 

Illustration of Accounting for an Equalization Reserve 


Year 

Debit 

maintenance 

expense 

Credit 
reserve for 
maintenance 

i 

600 

600 

2 

600 

600 

3 

600 

600 

4 

600 

600 

5 

600 

600 

6 

600 

600 

7 

600 

600 

8 

600 

600 

9 

600 

600 

10 

600 

600 


Debit 
reserve for 
maintenance 

Credit 

cash 

Credit balance 
in reserve for 
maintenance 

400 

400 

200 

450 

450 

350 

600 

600 

350 

450 

450 

500 

700 

700 

400 

750 

750 

250 

300 

300 

550 

700 

700 

450 

800 

800 

250 

850 

850 

0 


Note that each year the balance in reserve for maintenance increases by 
the excess of the annual debit to maintenance expense over the actual 
expense incurred, or it decreases by the excess of the latter over the 
former If the reserve for maintenance should decline so much that 1 
approaches a negative (i.e., debit) balance, or if it should be found to be 
constantly increasing, with no prospects of decrease, this indicates tha 
the original estimate was incorrect, and it is necessary to change the 
annual entry. Reserve for maintenance should never have a debit balance 
This type of account is known as an equalization reserve, since it 
equalizes charges to expense over a period of time. The pnncip 
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equalization may theoretically be applied to any expense account, but 
it should not be used to misrepresent a company’s profits. It should be 
confined to those accounts for which equalization is economically sound. 

Transaction (12). On July 1, the Adams Corporation took out insurance 
policies on the building, all its contents, and the delivery vans. It paid 
premiums of $4,000, covering one year (until July 1, 1957). Only half this 
amount was consumed in the current year (calendar year 1956), the re¬ 
mainder applying to 1957. Mr. Adams decided to debit only the portion 
consumed to profit and loss and the remainder to an asset account 
entitled “prepaid insurance.” This asset is a claim against the insurance 
company for the performance of a service (risk taking) during a subse¬ 
quent year. A claim to be paid in services is as valid an asset as one 
requiring payment in cash. 

(12) Insurance expense 2,000 

Prepaid insurance 2,000 

Cash 4,000 


Any expense may be prepaid. If it is the practice to pay telephone bills 
for a month in advance, there is a prepaid telephone account (asset). If 
there are many such accounts, they are generally combined into one, 
called prepaid expenses. Prepaid expenses are current assets in so far as 
they apply to operations of the coming year; to the extent that they apply 
to later periods, they are classified as deferred charges. 

Transaction (13). Thieves broke into the Adams Corporation building 
and made off with $10,000 in cash, reducing the net worth of the enter¬ 
prise by that amount. Mr. Adams felt, however, that he should not charge 
this to expenses, since it was not one of the usual, recurrent costs of oper¬ 
ations. To distinguish extraordinary gains and losses from ordinary in¬ 
come and expense, it is customary to enter the former directly in net 
worth and only the latter through profit and loss accounts. Earned surplus 
(a net worth account) is debited $10,000. This account will be further dis¬ 
cussed when the balance sheet is prepared, and all entries to earned sur- 
plus described together. 


(13) 


Earned surplus 
Cash 


10,000 


10,000 


The present illustration is one of an extraordinary loss, but there might 
equally well be an extraordinary gain. Suppose, for example, a company 
discovered oU on its property. Immediately the property value would rise, 
ii the increase in assets were recorded as income, alongside of sales and 

SsT^d ’ the PiCtUre ° f a COmpany ’ s ordinar y saving would be 
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Transaction (14). Although none of the accounts receivable had been 
defaulted during 1956, Mr. Adams estimated that 1 per cent of those out¬ 
standing on December 31 would never be paid. In the case of the Adams 
Store (Chapter 4), an account that turned bad was debited to profit and 
loss. Mr. Adams decided now, however, that he would follow the accepted 
practice of anticipating bad accounts and charging them off in the year in 
which goods were sold rather than the year in which accounts were deter¬ 
mined to be bad. 

Conventional accounting principles require that the book value of 
accounts receivable shall be the amount at which they are expected to be 
realized and not their face value. Year after year a seller may discover 
that a certain percentage of his accounts is not paid. Since the risk of 
loss is incurred when the sale is made, it follows that the expense should 
be debited at that time. Before preparing his statements the business 
accountant must credit accounts receivable and debit the expected losses 
to profit and loss. 

Mr. Adams decided to set up an account called “allowance for bad 
debts.” Like allowance for depreciation, it is a valuation account, in that 
it modifies the value of accounts receivable. He made the following entry: 

(14) Loss on uncollectible accounts 250 

Allowance for bad debts 250 

Accounts receivable and the related valuation account are shown on the 
balance sheet as follows: 

Accounts receivable $25,000 

Less: Allowance for bad debts 250 

Net accounts receivable $24,750 

The gross value of accounts receivable is kept on the books to show the 
face amount of outstanding accounts. The net value is the amount ex¬ 
pected to be collected. When an account is determined to be worthless 
(i.e., the debtor is bankrupt or for other reasons cannot be expected to 
pay), it is subtracted from both the gross value of accounts receivable and 
the allowance for bad debts, leaving the net value of accounts unchanged. 
If an account for $10 is discovered to be bad, an entry is made debiting 
allowance for bad debts $10 and crediting accounts receivable with the 
same amount. Thus allowance for bad debts is credited with estimated 
bad debts and debited with actual bad debts. If it continues to increase 
year after year by a greater percentage than the increase in sales or out¬ 
standing accounts receivable, that is an indication that estimates of losses 
are excessive, while if it decreases and approaches zero, that is an indi¬ 
cation that they are insufficient. 

Let us suppose that a company estimates its bad debts every year a 
0.2 per cent of sales made on credit, and that these sales amounted to 
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$100,000 during the first year, $120,000 during the second, $140,000 dur¬ 
ing the third, and $220,000 during the fourth. Let us assume that no 
accounts are defaulted in the first year, but $220 is written off as bad dur¬ 
ing the second, $200 during the third, and $310 during the fourth. Entries 
(and balance of allowance for bad debts) during these four years appear 
in Table 7-4. 

Table 7-4 

Illustration of Accounting for Bad Debvs 


Year 

Debit loss on 
uncollectible 
accounts* 

Credit allow¬ 
ance for 
bad debts* 

Debit 
allowance 
for bad cfe6/$t 

Credit 
accounts 
receivable t 

Credit balance 
in allowance 
for bad debts X 

1 

200 

200 

_ 

- 

200 

2 

240 

240 

220 

220 

220 

3 

280 

280 

260 

260 

240 

4 

440 

440 

310 

310 

370 


* This is equal to 0.2 per cent of net sales on credit. The debit to loss on uncollectible 
accounts is charged to profit and loss every year, thus decreasing earned surplus, 
t This equals the value of accounts determined to be bad during the year, 
t This equals the previous balance, plus this year’s credit, minus this year’s debit. 

If the value of sales and accounts receivable were fairly constant, a 
gradual increase in allowance for bad debts would indicate that the yearly 
estimate of bad accounts had been excessive. However, since sales have 
been increasing (and quite likely the outstanding balance of accounts 
receivable also), it is natural that the allowance for bad debts should also 
increase. 

Transaction (15). While checking inventory prices, Mr. Adams dis¬ 
covered that the market cost of some goods on hand December 31 had 
declined since the date of their purchase. Thus the original cost, currently 
carried on the books, was greater than replacement cost. Following the 
general rule that inventories must be valued at the lower of cost or market, 
Mr. Adams decreased the book value to the current replacement cost. 

. Th® cost or market” rule derives from the same accounting conserva¬ 
tism discussed in Chapters 2 and 4. In order not to overstate net worth by 
questionable asset values, accountants debit profit and loss to anticipate 
losses on current assets (e.g., inventories and marketable securities) when 
their market value declines. It should be noted that “market” refers to 
replacement cost and not to selling price. On the other hand, if the cost of 
inventory has increased, the book value is not adjusted. To do so would 
be to anticipate profits (i.e., record them before they are realized through 
sae), which is a cardinal sin among conservative accountants. Thus 
inventories are generally valued at cost or market, whichever is lower. 
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But Mr. Adams wanted to keep a record of actual cost on his books. 
This would be necessary (among other reasons) in case the market value 
should rise until it was again above original cost. In that case he would 
write his inventory up to the original cost but would not increase its value 
beyond that point. In order to preserve on his records both the cost and 
(lower) market values but to show only the (lower) market as the net 
value, he decided to use a valuation account, similar to the valuation 
accounts for depreciation and bad debts. This one is called “allowance for 
loss on inventory fluctuations.” 

(15) Loss on inventory fluctuations 2,600 

Allowance for loss on inventory 

fluctuations 2,600 

Loss on inventory fluctuations is a profit and loss account. The credit 
to allowance for loss on inventory fluctuations records a decrease in an 
asset. On the balance sheet, inventories and its valuation account appear 
as follows: 

Inventories (at cost) $65,000 

Less: Allowance for loss on fluctuations 2,600 

Net value (lower of cost or market) $62,400 

Note that the net value is described as the lower of cost or market and 
not as market value. This is because each item in the inventory is con¬ 
sidered separately. Those items whose market value is below cost are 
written down, while those whose market value equals or exceeds cost are 
left alone. When inventory is shown at lower of cost or market, some 
items may be at market and some at cost. 

Transaction (16). The marketable securities held by the Adams Corpo¬ 
ration during the year yielded interest of S 1,500, of which only SI,000 was 
received in cash. The remaining S500, although earned during 1956, was 
not due until sometime during 1957. 

(16) Cash 1,000 

Accrued interest receivable 500 

Interest earned 1,500 

Accrued interest receivable is a current asset. Just as an accrued 
liability (e.g., accrued taxes) represents an expense incurred but not yet 
due for payment, so also an accrued asset represents income earned but not 
yet due to be received. It is a claim but is not exercisable until its due date. 

Transaction (17). Mr. Adams continued to calculate depreciation on 
assets of the Adams Corporation by the same percentages he had used for 
the Adams Store. These were 5 per cent on furniture and fixtures (assum¬ 
ing a twenty-year life) and 2 per cent on buildings (assuming a fifty-year 
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life). 2 He assumed a four-year life for delivery vans and therefore a 25 per 
cent rate of depreciation. 

(17) Depreciation expense 4,025 

Allowance for depreciation—furniture 

and fixtures 600 

Allowance for depreciation—delivery vans 2,625 

Allowance for depreciation—buildings 1,400 

Transaction (18). Since the year was coming to an end, Mr. Adams 
wanted to record all accrued liabilities, but he did not know the profits 
tax liability exactly. Possibly a few items of income and expense applicable 
to 1956 would not be determined until 1957. In addition, his accountants 
would need some time to audit the books and determine which expenses 
were deductible and which income taxable. 

However, since he knew most of his income and expenses, he could 
estimate the tax liability at SI5,000 with a fair degree of accuracy. Some 
accountants would enter this as an accrued liability, but others—to indi¬ 
cate that it is estimated rather than known exactly—prefer to call it a 
reserve. Mr. Adams chose to do the latter, not because he deemed this 
treatment preferable, but just to familiarize the student with a liability 
reserve. 

(18) Profits tax expense 15,000 

Reserve for profits tax 15,000 

The reserve for taxes is entered in current liabilities just like an accrual. 
The only difference is that accrued items are exact whereas liability 
reserves are estimated. The modern tendency among accountants is to 
label estimates as accruals, since the distinction is not sufficiently impor¬ 
tant to warrant separate terminology. 


THE TRIAL BALANCE 

Except for a few items to be discussed in Chapter 8, all operating trans¬ 
actions of the Adams Corporation have been recorded. Since some adjust¬ 
ing entries are not yet made, Mr. Adams could not prepare the final 
balance sheet and profit and loss statement at this time, but he did want 
to recapitulate the balances of all accounts. Such a summary is known 
as a trial balance. Its usual purpose is to determine whether the books are 

, -iT- hCOret,CaUy ’ he should have cont 'nued to depreciate the $50,000 of original 
burldmg over a 50-year period but have entered depreciation on the $20,000 wing on a 
49-year basia, since the wing—completed one year later than the budding—will not 
outlast the budding. The minor difference involved is considerably less than the 
probable error in the original estimate of budding life, and the 50-year period is applied 
to both for the sake of simplicity. F 
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in balance, but it is also helpful in preparing final statements. The trial 
balance of the Adams Corporation on December 31, 1956 (before final 
adjusting entries) is calculated on the worksheet on Table 7-5. 

Columns 1 and 2 show the opening balance sheet of the Adams Corpo¬ 
ration (from Table 7-1). All transactions during the year are entered in 
columns 3 and 4. The cross totals in columns 5 and 6 are the trial balance. 


PROBLEMS 

Problem 1 

At the close of 1955, Mr. Blake decided to incorporate the Blake Store. During 
the first five days of 1956, therefore, he undertook the following transactions: 

(1) Mr. Blake acquired 125,000 shares of no-par-value common stock of the 
Blake Corporation in exchange for his interest in the Blake Store. The stock was 
entered in the books at a nominal value of SI per share. 

(2) The Blake Corporation paid S500 fees to lawyers for drawing up the 
corporation charter and other services. 

(3) Mr. Blake donated 40,000 shares of his stock and $20,000 in cash to the 
corporation. 

(4) The corporation sold 35,000 shares of treasury stock to the public for 
S45,000. 

(5) The Blake Corporation issued 5% first mortgage bonds, with a face value of 
$50,000, to the public for $55,000 in cash. The bonds bore a maturity date of 
January 1, 1976, with interest payable every January 1 and July 1. 

(6) The corporation issued 200 shares of 6% preferred stock at a par value of 
$100. The entire issue was sold to the public at par. 

(7) A physical count of the inventory on December 31, 1955, was made, and it 
was determined to consist of 13,127 units at a cost of SI each. The corporation 
purchased 10,000 additional units at a cost of $0.95 each, paying cash. 

(8) The corporation purchased marketable securities for cash, as follows: 

(а) Stocks of other corporations for $250. 

(б) Government bonds yielding 4% interest, payable April 1 and October 1, 
at face value of $1,000. Because it would be the registered holder on April 1, 
1956, the Blake Corporation would at that time receive all interest accumulated 
since the last interest date, despite the fact that it would have held the bonds only 
since the beginning of 1956. Account was taken of this fact in the purchase price, 
and the corporation therefore bought not only the securities but also interest 
accruing on them during the last quarter of 1955. 

After the above transactions had been made and recorded, Mr. Blake drew up a 
balance sheet as of January 5, 1956, and opened the doors of the corporation to 
business at that time. 

Directions 

Prepare a worksheet showing the derivation of the balance sheet of the Blake 
Corporation on January 5, 1956. 
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Table 7-5 

THE ADAMS CORPORATION 

Derivation of Preliminary Trial Balance, Year Ended December 31, 1956 







Preliminary 


Balance sheet. 

Transactions 

trial balance, 


Jan. 

6, 1956 

during year 

Dee. 31, 1966 


Debit 

Credit 

Debit 

Credit 

Debit 

Credit 


(I) 

(2) 

(3) 

(4) 

(5) 

(6) 

Cash 

58.930 


3.500 (3) 

6,500(1) 

225,530 




375.000 (5) 

150.000(2) 






30.000 (9) 

72,000 (6) 






1,000(16) 

400 (11) 







4.000(12) 

10,000(13) 



Accounts receivable 



25.000 (5) 

3,500 (3) 

25,000 


Allowance for bad debts 




250(14) 


250 

Inventories 

85.000 


200.000 (2) 

220.000 (4) 

65.000 


Allowance for loss 

Accrued interest receivable 



500(16) 

2.GOO (15) 

500 

2,600 

Prepaid insurance 



2,000(12) 




Marketable securities 

50.000 



25,000(9) 

25.000 


Furniture and fixtures 

12.000 




12,000 


Allowance for depreciation 

Delivery vans 

10,500 

200 


600(17) 

10,500 

800 

Allowance for depreciation 

Building 

70.000 



2,625(17) 

70.000 

2,625 

Allowance for depreciation 

Land 

10,000 

1,000 


1,400(17) 

10.000 

2,400 

Goodwill 

26.770 




26,770 


Organization expense 

Accounts payable 

1.000 

6,000 

6.000(1) 

50.000 (2) 

1.000 

50,000 

Accrued taxes payable 


500 

500(1) 

700 (8) 


700 

Accrued wages and salaries 




1,000 (7) 


1,000 

Reserve for profits tax 




15,000(18) 


16.000 

5 % debenture bonds 


100,000 




100,000 

Bond discount 

Common stock 

5.000 

100.000 




100,000 

Treasury stock 

25,000 




26.000 

7 % preferred stock 


75.000 




75,000 

Paid-in surplus 

Earned surplus 


75,000 

10,000(13) 


10,000 

75,000 

Reserve for maintenance 



400(11) 

600 (10) 


200 

Sales 

Cost of goods sold 



220.000 (4) 

400,000(5) 

220,000 

400.000 

Wages and salaries 



39.000 (6) 


40,000 


Advertising expenses 



1,000 (7) 
10.000 (6) 


10.000 


Delivery expenses 



5,000(6) 


5,000 


Maintenance expenses 



600(10) 


600 


Heat and light 



5,000(6) 




Insurance 



2,000(12) 




Depreciation 

Miscellaneous operating expenses 
Interest earned 

Loas on uncollectible accounts 



4.625 (17) 
13,000(6) 

250(14) 

1.500(16) 

4,625 

13,000 

260 

1,600 

Tax expenao 

Profits tax 

Profit on sale of securities 



700 (8) 
15,000 (18) 

5.000 (9) 

700 

15,000 

5.000 

Loss on inventory fluctuations 

Totals 



2.600(15) 

2,600 

357.700 

357,700 

972,675 

972.676 

832.076 

832,075 
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Problem 2 

Transactions of the Blake Corporation during 1956 were as follows: 

(1) The loan to Mr. Blake, Sr., and the accrued interest and assessment 
liabilities from the Blake Store were paid, together with $5,012 of the accounts 
payable. 

(2) The Blake Corporation purchased 100,000 units of inventory at a price 
of $0.90 and 10,000 units at a price of S0.85. Cash payment of $87,228 was made, 
but the remainder had not been paid by the end of the year. 

(3) Accounts receivable of S6,218, which had been acquired from the Blake 
Store, were paid. The remainder of the Blake Store accounts receivable were 
still unpaid and on the books of the Blake Corporation at the end of 1956. 

(4) The corporation sold 63,127 units of inventory during 1956. It was assumed 
that these consisted of the 13,127 units acquired from the Blake Store, the 10,000 
units purchased between January 1 and 5, and 40,000 of the 100,000 units pur¬ 
chased in connection with transaction (2). 

(5) The inventory sold in connection with transaction (4) commanded a selling 
value of $154,887, of which $148,209 was paid in cash during the year and the 
rest remained unpaid on December 31, 1956. 

(6) The following expenses were paid in cash during 1956: 


Wages and salaries 

$18,027 

Advertising 

5,493 

Stationery and postage 

2,117 

Heat and light 

6,554 

Miscellaneous operating expenses 

7,943 

Total 

$40,134 


(7) The Blake Store payroll was calculated on the basis of a five-day working 
week, Monday to Friday, inclusive. Payments made every Friday covered wages 
and salaries for the five working days ended the preceding Thursday. The last 
payroll in 1956, amounting to $350, was disbursed on Friday, December 28, 
and is included in the amount shown in transaction (6). On Friday, January 4, 
1957, another payroll of $350 was disbursed. 

(8) The Blake Corporation incurred tax liabilities (except profits tax) of $113 
during 1956. Only $12 of this was paid during the year, since the remainder did 
not fall due until early in 1957. 

(9) On April 2, 1956, the Blake Corporation sold $500 of its government 
securities for S489 in cash. 

(10) Mr. Blake estimated that repairs on the corporate building and equipment 
would average about S50 a year, and he decided to credit a reserve with this 
amount each December. 

(11) Actual repairs during 1956 amounted to $44, paid in cash. 

(12) On May 1, 1956, the corporation took out a one-year insurance policy 
covering its main building and furniture and fixtures, at a cost of $3,000. 

(13) The warehouse under construction was struck by a cyclone, which 
brought a fire in its wake. The loss was complete, and—since it was not covered 
by insurance—it was borne by the corporation. No attempt was made to begin 
construction of a new warehouse during the year. 
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(14) On December 31, 1956, Mr. Blake estimated that only 50 per cent of 
accounts receivable over a year old would ultimately be paid, but that 95 per cent 
of outstanding receivables on current-year sales would be good. 

(15) On December 31, the market replacement value of inventory was 80.88 
per unit. The S500 of government bonds held by the corporation had a market 
value of $475 plus accrued interest. Shares in other corporations that had cost 
§75 had risen in market value to $ 88 , while others, costing S90, were still quoted 
at the value at which they had been purchased. Remaining shares in other 
corporations, bought for $85, had declined to a market value of $60. (Note: 
Securities should be valued at lower of cost or market, according to the same 
principles outlined for inventories.) 

(16) The interest on government securities was paid when due, and accrued 
interest adjusted on the books. 

(17) The building and furniture and fixtures were depreciated according to 
the same schedule established by the Blake Store in the preceding year. 

(18) Profits tax was estimated at $14,569. 

Directions 

On the basis of the above transactions, prepare a worksheet and preliminary 
trial balance for the Blake Corporation for the year ended December 31, 1956. 



CHAPTER 8 


CORPORATION ACCOUNTING: II. CORPORATE ENTRIES 


Chapter 7 covered entries to establish the Adams Corporation and to 
record its transactions during 1956, together with a preliminary trial 
balance on December 31. However, the time has not yet come to prepare 
the balance sheet and profit and loss statement. The new corporate 
accounts—intangible assets, bond discount, earned surplus, and the like— 
require additional attention at the year end. The present chapter covers 
certain adjustments and reclassifications which are a prerequisite to 
preparation of the statements. 

Entry (1). After consulting a real estate appraiser, Mr. Adams decided 
that the building, carried on the books at $70,000, was undervalued. He 
thought that current replacement cost of $85,000 (less depreciation) 
would be more appropriate. 

Mr. Adams’s suggestion requires careful scrutiny by business account¬ 
ants, who ordinarily insist on carrying fixed assets at cost. If replacement 
cost declines, fixed assets are not ordinarily written down, because 
(unlike inventories) there is no need to anticipate a loss on their sale. 
Conversely, to permit indiscriminate upward revaluations would be to 
invite balance sheet “window dressing,” that is, showing falsely high 
values in order to make net assets look more promising to prospective 
investors or creditors. 

In certain circumstances, however, a write-up of assets may be unavoid¬ 
able. Suppose a serious inflation has distorted book values in a short 
period of time. To make the illustration simple, let us assume that all 
costs and prices have risen exactly 300 per cent, and that a company sell¬ 
ing merchandise at $100,000 before the inflation was selling the same 
physical volume at $300,000 thereafter. Variable expenses (wages and 
salaries, etc.) rose from $80,000 to $240,000, but depreciation of $10,000 
was unaffected, since it was calculated on the basis of earlier prices. 
The profit and loss statements before and after the inflation follow: 


Sales 

Before 

$100,000 

After 

$300,000 

Variable expenses 

$ 80,000 

$240,000 

Depreciation 

10,000 

10,000 

Total 

$ 90,000 

$250,000 

Net profit 

$ 10,000 

$ 50,000 
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Variable expenses bear the same relationship to sales (80 per cent) after 
the inflation as before. Depreciation, however, was 10 per cent of total 
sales value before the inflation, but afterward it dropped to 3% per cent. 
As a consequence, net profit increased from 10 to 16% per cent of sales 
value. 

This distortion of relationships may be particularly aggravating where 
profits taxes are heavy. An enterprise should be allowed to deduct 
depreciation from its earnings on the basis of current market values, 
since it will have to pay current (or maybe subsequently higher) values 
for replacement of fixed assets. If it pays profits taxes on net profit after 
deducting inadequate depreciation, it may be paying out some of its 
capital in taxes and may not be able to set aside enough funds to replace 
assets at inflated prices. In France, after World War II, the inflation was 
so severe that not only were write-ups of fixed assets permitted as a tax 
base for depreciation, but a moratorium was placed on taxing a percentage 
of profits from sale of inventory when that inventory was replaced at 
higher cost. 1 

If, however, depreciable fixed assets are written up to their current 
replacement cost, depreciation, although remaining the same percentage 
of assets as before the revaluation, is in reasonable proportion to other 
costs. 

Another justification for write-ups is the fact that insurance costs 
should be kept in line with property values, and premiums are generally 
based on depreciated replacement costs. Likewise, a property may be 
mortgaged at a value higher than its original cost less depreciation, but 
not higher than its current replacement cost less depreciation. It would 
appear odd indeed to show a mortgage payable of $200,000 on the liability 
side of the balance sheet if it applied to an asset valued (after deduction of 
depreciation) at only SI25,000. The fact that the depreciated replacement 
value was $250,000 may have been the basis for the mortgage. 

Swayed by the insurance argument, Mr. Adams felt justified in writing 
up the value of the building. He would debit building $15,000, but what 
account would he credit? A contra-credit to earned surplus would impair 
its function of showing undistributed earnings available for dividends, 
since the $15,000 increment should not be confused with earnings and is 

1 Suppose a company purchased inventories for 100,000 francs in 1946 and sold 
them for 300,000 francs in 1947. Let us assume no other expenses; its money profits 
would be 200,000 francs. If the tax rate were 30 per cent, it would pay 60,000 francs in 
taxes and have 140,000 francs remaining as profit after taxes. By the end of 1947 the 
same physical inventory (which it had sold for 300,000 francs) might have risen in 
cost price, from 100,000 to 250,000 francs. The company’s gross receipts of 300 000 
francs, minus the tax of 60,000 francs, would be insufficient for it to replace its inven¬ 
tory, and it would have either to obtain other financing or curtail operations. The tax 
moratorium was designed to avoid such a situation. 
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not (in some states) available for dividends. Therefore, it is necessary to 
set up a new account, called “revaluation surplus.” The entry follows: 

(1) Building* 15,000 

Revaluation surplus 15,000 

Revaluation surplus sometimes travels under other names, such as 
appraisal surplus, or revaluation reserve, or reserve for unearned increment 
due to appraisal, and so forth. Whatever its name tag, it is a net worth 
account, and it indicates that one or more fixed assets have been re¬ 
appraised and written up above their historic cost. 

Entry (2). To provide for repayment of the debenture bonds at maturity, 
the bond agreement required the Adams Corporation to set up a sinking 
fund. A sinking fund is an amount of cash or marketable securities set 
aside to accomplish a specific objective. It is ordinarily accumulated by a 
series of equal payments at regular intervals and by the interest they earn. 
The Adams Corporation was required to make equal annual purchases of 
securities, earning a 5% return, which, together with interest, would 
amount to $100,000 on January 1, 1966, the maturity date of the bonds. 
It would then sell the sinking fund securities and retire the bonds with the 
proceeds. 

The question of how much securities to buy every year is a problem in 
compound interest. By consulting annuity tables, Mr. Adams discovered 
that if he paid $7,950 into a fund at the end of every year, and if that fund 
earned a 5% return compounded annually, he would have $100,000 on 
January 1, 1966. He rounded the annuity to $8,000 and made the first 
contribution. 

(2) Bond sinking fund 8,000 

Cash 8,000 

The bond sinking fund is an asset. Every year it is debited with its 
entire increase in value, consisting of two parts: the $8,000 contribution, 
and the interest earned by previous contributions. There are contra- 
credits to cash for $8,000 and to interest income for the remainder. Over a 
period of ten years the fund will be debited with a total of slightly more 
than $100,000, of which $80,000 will have been credited to cash and the 
remainder to interest income. 

Entry (3). The accumulation of a sinking fund implies a reinvestment 
of earnings. Originally, bondholders supplied the corporation with $95,000 
of capital (but $100,000 would be repaid at maturity). Mr. Adams has 
now proposed to set aside $8,000 a year—out of the corporation’s earnings 

* Many accountants insist on debiting a separate asset account called "revaluation of 
building," in order to show the historic cost in one account and revaluations m another. 
The sum of the two accounts equals the current book value of the building. 
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—with which to redeem the bonds when due. Reinvested earnings will be 
substituted for bondholders’ investment. 

To assure bondholders that earnings will not be entirely distributed, 
some bond agreements provide—in addition to the establishment of a 
sinking fund—that a portion of surplus be transferred to another account, 
called reserve for sinking fund, and that dividends shall not be paid unless 
the remaining increment of earned surplus is sufficient to cover them. 
Ordinarily the reserve for sinking fund is equal to the sinking fund, but 
not necessarily so. 

The Adams Corporation was required to establish a sinking fund 
reserve. It did so by debiting earned surplus and crediting the reserve 
$ 8 , 000 . 

(3) Earned surplus 8,000 

Reserve for sinking fund 8,00b 

The reserve for sinking fund is a net worth reserve. It is possible to estab¬ 
lish a sinking fund without a reserve, and this is often done where the 
bond agreement does not require a reserve. 

A full understanding of net worth reserves calli for an illustration. 
Suppose a corporation commences operations with the following balance 
sheet: 


Assets Liabilities and Net Worth 

Current assets $ 25,000 Bonds payable $ 50,000 

Fixed assets 75,000 Common stock 50,000 

Total $100,000 Total $100,000 

Let us assume that the level of current and fixed assets is the amount 
necessary to carry on operations, that less would be insufficient and more 
superfluous. At the end of the year, let us suppose the company has 
earned $10,000, and these earnings are in the form of current assets. The 
balance sheet follows: 


Current assets 
Fixed assets* 

Total 


Asset* 


Liabilities and Net Worth 

$ 35,000 Bonds payable $ 50,000 

75,000 Common stock 50,000 

_ Earned surplus 10,000 

Total 


$ 110,000 


* For simplicity, zero depreciation is assumed. 


$ 110,000 


Note that the earnings appear in two places (which is a requisite of 
double-entry accounting): once in earned surplus, and once as an increase 
in current assets. Since only $25,000 of current assets is required for oper¬ 
ations, it follows that the remaining $10,000 may be disposed of, perhaps 
m dividends. 
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Suppose that it is decided to set up a sinking fund for ultimate redemp¬ 
tion of the bonds, and that a $4,000 contribution is made. The sinking 
fund is debited, and current assets credited, with $4,000. The balance 
sheet follows: 


Assets Liabilities and Net Worth 

Current assets $ 31,000 Bonds payable $ 50,000 

Bond sinking fund 4,000 Common stock 50,000 

Fixed assets 75,000 Earned surplus 10,000 

Total $110,000 Total $110,000 

While earned surplus still carries a balance of $10,000, liquid assets of 

only S6,000 are available for dividends. In order to guard against the 
possibility that the entire $10,000 earnings may be paid in dividends, 
which would reduce current assets to $21,000—or below the level required 
for normal operations—a reserve for sinking fund (of $4,000) may be 
appropriated from surplus. If this is done, earned surplus registers only 
the profits that may safely be distributed. The balance sheet follows: 


Ossete 

Current assets 
Bond sinking fund 
Fixed assets 

Total 


Liabilities and Net Worth 


S 31,000 Bonds payable $ 50,000 

4,000 Common stock 50,000 

75,000 Sinking fund reserve 4,000 

Earned surplus 6,000 

$110,000 Total $110,000 


The value of a sinking fund reserve is dubious. There are many other 
reasons than the establishment of a sinking fund why earned surplus may 
not be available for dividends. Prior earnings may already have been used 
to purchase fixed assets. When the sinking fund is expended to redeem the 
bonds, the reserve is ordinarily closed into surplus again, but the existence 
of a larger surplus does not indicate the availability of funds for dividends. 
The payment of cash dividends has two prerequisites: (1) a balance in 
earned surplus, and (2) the funds (in current assets) with which to pay 
them. The wisdom of a dividend declaration rests, in final analysis, with 
the board of directors, who must guard against a depletion of working 
capital from many causes. 

Entry (4). The reinvestment of $100,000 of earnings with which to pay 
the bondholders does not involve an expansion of the enterprise but a 
substitution of earned capital for borrowed capital. The Adams Corpo¬ 
ration planned to do more than that, however. It decided to reinvest 
certain earnings in an expansion of plant; it wanted ultimately to con¬ 
struct a second building that would serve as an inventory warehouse and 
supply depot. Mr. Adams decided that at least $30,000 of the first year s 
earnings should not be distributed in dividends but instead be set aside 
to pay the ultimate cost of construction. 
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Mr. Adams decided not to set up a special building fund like the bond 
sinking fund. The Adams Corporation needed to assure no one, other 
than stockholders, that money for a new building would be available; 
since stockholders have as much right in the general assets of the company 
as they would in a special building fund, this fund could serve no purpose. 
The corporation would therefore keep the earnings among the general 
assets of the enterprise; if this meant that the balance of liquid assets 
should become excessive for ordinary use, it might invest the excess in 
marketable securities. 

Although an asset fund had no purpose, the Adams Corporation did 
decide to appropriate a net worth reserve. It wanted to let the stock¬ 
holders know that not all accumulated earnings were available for 
dividends but that some of the increased assets were intended for plant 
expansion. Therefore, it set up a reserve for plant expansion with the 
following entry: 


(-0 Earned surplus 30,000 

Reserve for plant expansion 30,000 

Business accountants do not agree in their attitudes toward net worth 
reserves. Some feel earned surplus should be a measure of earnings avail¬ 
able for distribution. These accountants would set up net worth reserves— 
such as sinking fund reserve and reserve for plant expansion—whenever 
reinvestment of earnings is contemplated. Others, however, feel that 
earned surplus indicates the amount of earnings that the directors have 
decided not to distribute. These accountants would set up a sinking 
fund reserve only when required by a bond agreement, would return it 
to surplus on completion of the agreement, and would not make any 
surplus appropriations for special purposes such as plant expansion. 

Entry (6). The bond agreement called for interest payments of $2,500 

on July 1 and January 1 of every year, covering the annual interest of 

$5,000 (5% of face value). The Adams Corporation paid the interest 

due on July 1, but that due on January 1, 1957, had to wait for the next 

year. Nevertheless, the cost of borrowing in 1956 was the full $5,000, and 

the obligation to pay $2,500 on January 1 is an accrued liability on 
December 31. 


(5) 


Interest expense 
Cash 

Accrued interest payable 


5,000 


2,500 

2,500 


Enfry (6) But $5,000 was not the full cost of borrowing during the 
y ar. oince the bonds had been issued at a discount (net proceeds $95 000) 

S" S1 Ti he face value (5100,000) must be repaid at maturity the 

period 11 P 1S an additional cost of borrowing over the ten-year 

P nod. Bart of it must be added to interest expense every year. 
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Mr. Adams decided to write one-tenth of the discount off to profit 
and loss each year by debiting interest expense and crediting bond 
discount. The entry for 1956 follows: 

(6) Interest expense 500 

Bond discount 500 


Thus the total cost of borrowing in 1956 is $5,500, of which $5,000 
was paid or is payable as interest, and the remainder is amortization of 
bond discount. These two items are together called interest expense in 
the profit and loss accounts. 

Entry (7). Throughout the early history of business accounting, in¬ 
tangible assets, such as goodwill and organization expense, suffered much 
abuse. They were written up to unjustifiable values to make balance 
sheets more attractive, in hopes that the bloated net worth would induce 
new investors or banks to provide companies with funds. Much of this 
practice was stopped in the United States by the Securities and Exchange 
Commission, with its strict control over published corporate statements, 
but the stigma attached to these accounts remains. In order to prove that 
intangibles are not used to window-dress a balance sheet, conservative 
accountants now bend over backward to amortize them as quickly as 
possible. 

To be conservative, the Adams Corporation decided to write the 
organization expense down to $1. It would remain on the books at that 
nominal value only to point out to balance sheet readers that it existed. 
Likewise, Mr. Adams decided to write goodwill down to a nominal value 
by amortizing it over five years. He would write off $6,770 this year to 
bring the value down to an even $20,000, and he planned to write the 
remainder off in equal installments of $5,000 (or perhaps $4,999 for 
the last one) over the next four years. 


(7) 


Earned surplus 
Goodwill 

Organization expense 


7,769 


6,770 

999 


The write-offs of goodwill and organization expense are not made to 
an expense account because they are not expenses of the current year. 
Instead they are debited to earned surplus directly. In effect, this is 
tantamount to a reinvestment of earnings, since the decrease in earned 
surplus, not associated with a payment of dividends, means that to that 

extent surplus is not now available for dividends. 

If goodwill and organization expense were properly recorded when 
acquired (i.e., not at unduly inflated values), they are in every respect 
earning assets of a corporation. To write them off, on grounds of con¬ 
servatism, is to understate the value of assets, and this understatem 
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is known as "secret reserves.” Secret reserves may be illustrated by a 
comparison with net worth reserves. 

Suppose a corporation had the following balance sheet at the beginning 
of the year: 


Assets 

Current assets 
Fixed assets 
Goodwill 
Total 


Liabilities and Net Worth 

$ 25,000 Capital stock $110,000 

75,000 

10,000 

$110,000 Total $110,000 


At the end of the year, it had earned $20,000, all of which was reflected 
in an increase in current assets, so that the balance sheet appeared as 
follows: 


Assets 

Current assets 
Fixed assets 
Goodwill 

Total 


$ 45,000 
75,000 
10,000 

$130,000 


Capital stock 
Earned surplus 


Liabilities and Net Worth 


$110,000 

20,000 


Total 


$130,000 


Although earned surplus (and current assets) had increased §20,000, 
the directors decided that, rather than pay dividends, they would set up 
a reserve for plant expansion of $10,000 and write off goodwill with the 
other $10,000. Therefore, they debited earned surplus $20,000 and 
credited reserve for plant expansion $10,000 and goodwill $10,000. The 
balance sheet then appeared as follows: 


Current assets 
Fixed assets 
Total 


Assets 


Liabilities and Net Worth 

% 45,000 Capital stock $110,000 

75,000 Reserve for plant expansion 10,000 


$ 120,000 Total 


$120,000 


Both the establishment of a reserve for plant expansion and the write- 
° goodwill have "reserved” the increased increment of $20,000 of 

In ; i\ haVe kept !t from bein K available for dividends. 

• k ’ res f rves of 520,000 have been established, but only $10 000 

rltr r he H b 7 kS ' The f er S10 ' 000 k -“«* * —‘ -erve *SeoTt 
wSTr th *° whenever a firm has undervalued its assets, 

rr tb f e “ sets are intangible (as in this case) or tangible 

stockh 7 ! / ■ V'l Adams Cor P° ration declared dividends to common 

°f * 15 ' 000 aDd to preferred stockholders of $5,250 The 
renrpjV *.° f ^ Value ° f P referred stock outstanding ($75 000) and 
clTamd , regUlar di !j dend Payable at this time, lince diWde nds 

a reduction in earned surplus, the following entry was made: 

20,250 

20,250 


Earned surplus 

Dividends payable 
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Dividends payable are a liability. As soon as a corporation has declared 
a dividend, it becomes legally liable for payment. The stockholder 
assumes the position of creditor rather than equity holder for the amount 
of the dividend. When the dividend is finally paid, cash is credited and 
dividends payable debited. 


WORKSHEET FOR PREPARATION OF STATEMENTS 

Since all the entries for the year have been recorded, Mr. Adams 
prepared the worksheet for derivation of the profit and loss statement 
and balance sheet. This worksheet appears as Table 8-1. The student is 
advised first to read the list of accounts and to explain to himself what 
each one is intended to portray. He should note that the preliminary 
trial balance in the first two columns is taken from Table 7-5. In columns 
3 and 4 are the corporate entries described in this chapter. Columns 5 
and 6 are a cross addition of the first four columns and represent the 
final trial balance before the books are closed. In columns 7 to 10 the 
profit and loss and balance sheet accounts are sorted out; the former are 
entered in columns 7 and 8 and the latter in columns 9 and 10. 

The net profit, $82,225, is debited in the profit and loss columns and 
credited in the balance sheet columns, to bring both pairs into balance. 
Earned surplus at the end of the year is $6,206, consisting of profit of 
$82,225 (credit) minus debits of $76,019. 

The accounts are now ready for the preparation of statements, which 
are discussed in the chapters immediately following. 


PROBLEM 

The following additional transactions and adjustments were recorded on the 
books of the Blake Corporation during 1956: 

(1) The building was revalued at $65,000 on December 31. 

(2) A bond sinking fund of S2,000 was established. 

(3) A sinking fund reserve was set up equal to the value of the sinking fund. 

(4) In hopes of ultimately building a new warehouse, Mr. Blake established a 
reserve for plant expansion of $1,500. He planned to add to it in future years, but 
the earned surplus was not deemed sufficient to establish a larger reserve at this 

time. . . 

(5) Interest was paid on the bonds on the due date, and accrued interest 

recorded. .... 

(6) Amortization of bond premium was begun on a straight-lme basis. 

(7) Mr. Blake decided to carry the organization expense and goodwill under a 
single heading, “intangible assets,” with a balance sheet value of $20,000. 

(8) The earned surplus was not considered sufficient to pay dividends to 
common stockholders. Dividends on preferred shares, however, were declared 
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• The final balance in earned surplus is $6,206 (credit), which is equal to the net profit of $82,225 minus debits to surplus amounting 
to $76,019. 
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in full in two installments: the first, declared June 15, was paid July 15, and the 
second, declared December 15, was payable on January 15, 1957. 

Directions 

Prepare a worksheet showing the derivation of the profit and loss statement 
and closing balance sheet. 



CHAPTER 9 


CORPORATION ACCOUNTING: 
UI. INCOME AND PRODUCT 


THE PROFIT AND LOSS STATEMENT 

The profit and loss statement of the Adams Corporation for the year 
ended December 31, 1956, involves few principles not covered in Chapter 
5. It is derived from the profit and loss columns of the worksheet in 
Table 8-1. Once again the student should note that several different 
kinds of profit are shown separately: gross margin on sales, net profit 
on operations, and net profit both before and after profits tax. He is 
advised to study each item on Table 9-1 individually and to trace to the 
worksheet any of whose origin he feels uncertain. 

Since many items other than net profit are ordinarily entered in earned 
surplus, it is customary for corporations to present, side-by-side with the 
profit and loss statement, a statement of changes in earned surplus during 
the period. Some corporations prepare a combined statement of profit 
and loss and earned surplus. In that case the balance of earned surplus at 
the beginning of the period is added to net profit; the total is followed 
by adjustments for other debits and credits to surplus, and the balance 
m earned surplus at the end of the period is the residual. 

Table 9-2 is a separate statement of earned surplus for the Adams 
Corporation. It contains aU the transactions entered in the surplus 

a rec . onciIiation between net profit for the period 
ex • , the increase m earned surplus (from zero to $6,206) Net 

profit is shown on the profit and loss statement, and the final earned 
surplus appears on the balance sheet. The statement of surplus is there¬ 
fore a link between profit and loss statement and balance sheet. 


THE INCOME AND PRODUCT STATEMENT 

dJcribedt'chZr^f B ™™ oa of the P rofit '°ss statement was 

Ada^s . “ the mC ° me and P roduct statement. Since the 

Adams Corporation transactions in 1956 are more complicated than 

those of the Adams Store in 1955, we shall this time prepa^ the income 
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and product statement in two stages. In the first place, we shall pour 
the businessman’s figures into the economist’s mold—that is, prepare a 
preliminary statement in social accounting form but using unadjusted 
figures from the business profit and loss statement. To make this state¬ 
ment conform to the economist’s mode of thinking, we shall—as our 

Table 9-1 

THE ADAMS CORPORATION 

Statement of* Profit and Loss Year Ended December 31, 1956 

Sales $400,000 

Less cost of goods sold: 


Inventory, Jan. 1, 1956, at cost 

$ 

7,000* 


Purchases during the year 

278,000f 


Total 

$285,000 


Inventory, Dec. 31, 1956, at cost 


65,000 

220,000 

Gross margin on sales 



$180,000 

Less operating expenses: 




W ages and salaries 

S 

40,000 


Advertising 


10,000 


Delivery 


5,000 


Maintenance 


600 


Heat and light 


5,000 


Insurance 


2,000 


Depreciation 


4,625 


Taxes 


700 


Loss on inventory fluctuations 


2,600 


Miscellaneous 


13,000 

83,525 

Net profit on operations 



S 96,475 

Add other income: 




Interest earned 

$ 

1,500 


Profit on sale of securities 


5,000 

6,500 

Total 



$102,975 

Less other expenses: 




Interest expense 

s 

5,500 

5,750 

Loss on uncollectible accounts 


250 

Net profit before tax 



$ 97,225 

Less: Estimated tax on net profit 



15,000 

Net profit 



$ 82,225 


• From Table 7-1, column 1. 
t Table 7-1, entry (7), plus Table 7-5, entry (2). 

second stage—adjust it for differences between business and economic 

concepts. . 

The recasting of the original data is done in Table 9-3. Column 
contains the debits and credits of the business profit and loss statement. 
Each item from this column is extended to one or more of the succeeding 
columns, which represent the framework of the income and product 
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statement. Columns 2 to 8, inclusive, are debits and columns 9 to 11 
credits. 

Cost of goods sold (debit of §220,000 in column 1) is carried as a debit 
of $278,000 in column 8 and a credit of S58.000 in column 10, to indicate 
that more inventory was purchased from other producers than was sold 
during the year. Wages and salaries are a debit to employee compen¬ 
sation, column 2. Advertising, delivery, maintenance, heat and light, 
insurance, and miscellaneous operating expenses have all been entered as 
services purchased from other producers. Heat and light and insurance 
are clearly such services, bought from the electric company and the 
insurance company, respectively. The other expenses might have included 

Table 9-2 

THE ADAMS CORPORATION 

Statement of Earned Surplus, Year Ended December 31, 1956 

Balance, Jan. 1, 1956 

Add: Net profit for the year 
Total 

Less: 

Charge for extraordinary losses 
Write-off of intangible assets 
Appropriated to reserves: 

Sinking fund 
Plant expansion 

Dividend declaration, Dec. 18, 1956 
Total 

Balance, Dec. 31, 1956 

employee compensation or other debits as well, but for the sake of 
simplicity they are all carried to column 8. Interest expense and interest 
earned are entered together in column 3, because interest is shown on a 
net basis in the income and product statement. Profits tax and net 
profit are both carried to column 4, whose total therefore represents 
profit before tax. 

Tax expense (covering all business taxes except those on profits) is 
entered in column 5, entitled indirect taxes. Transfer payments (column 
6) cover all payments to persons or charitable institutions (either in 
cash or in other assets) not associated with cost of production. They 
include both voluntary donations (e.g., to the community chest) and 
involuntary payments (e.g., debts forgiven, generally because they can¬ 
not be collected, and amounts stolen). Loss on uncollectible accounts is 
the only transfer payment in the unadjusted data of the Adams Corpo¬ 
ration in 1956. * 

Loss on inventory fluctuations is entered as a negative credit to change 
in inventories (column 10). Thus the inventory increase ($55,400 instead 


$ 0 
82,225 

$82,225 

$10,000 

7,769 

8,000 

30,000 

20,250 

76,019 
S 67206 



THE ADAMS CORPORATION 

Worksheet for Preliminary Income and Product Statement, Year Ended December 31, 1956 

(A recasting of business figures into an economic mold) 
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of $ 58 , 000 ) takes into account the write-down to lower of cost or market 
at the end of the year. 

The totals of columns 2 to 11, inclusive, of Table 9-3 are rearranged 
in an income and product statement in Table 9-4. This statement is 
similar to Table 5-5, and therefore it is not necessary to describe it fully 
at this time. However, two items require special attention. In the first 
place, capital gain is out of place on the credit side, because it does not 
represent a disposition of product. It is a transaction recognized by the 
business accountant, but, because it is not a product to the community 
as a whole, it will be eliminated. This is one of the adjusting entries 
mentioned above, which will be made shortly. In the second place, 
corporate profit is divided into three parts: (1) corporate profits tax 
liability ($15,000), (2) dividends (S20,250), and (3) undistributed profit 
(S61,975). The total ($97,225) is net profit before tax. 


Table 9-4 

THE ADAMS CORPORATION 
Preliminary Income and Product Statement, Year Ended 

December 31, 1956 


Debits Credits 


CREATION OF PRODUCT 

DISPOSITION OF PRODUCT 

Payments to factors of production: 



Employee compensation 

40,000 

Sales to consumers 

400,000 

Interest (net) 

4,000 

Change in inventories 

55,400 

Corporate profits: 


Capital gain 

5,000 

Tax liability 

15,000 



Dividends 

20,250 



Undistributed 

61,975 97,225 



Income originating 

141,225 



Other values added: 




Indirect taxes 

700 



Business transfer payments 

250 



Net product 

142,175 



Values added offset by values consumed: 



Capital consumption allowance 4 625 



Grose product 

146.800 



Current purchases from other producers: 



Inventories 

278,000 



Other 

35,600 313,600 



Total 

460,400 

Total 

460,400 


The decision to classify corporate profits tax as a factor payment 
rather than among “other values added" (which include indirect taxes) 
a much debated point. Factor payments induce factors of production to 
perform their services, whereas indirect business taxes and transfer 
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payments result from the social framework in which the enterprise exists. 
Because burglaries take place, the company must (involuntarily) make 
payments to burglars. Because of social pressures, enterprises contribute 
to charitable organizations. Since indirect taxes are required by law 
rather than as a return to factors of production, they are similar to 
transfer payments. 

Is not corporate profits tax also a nonproductive transfer? How can 
we justify including it in factor payments, along with profits paid or 
accrued to owners, wages of labor, and the like? The reason derives 
from the fact that profits tax is calculated as a percentage of net profit, 
which is a factor payment. Let us assume that an enterprise has the 
following set of cost and revenue curves: 



Volume of output 

The vertical axis measures dollar payments and the horizontal axis 
the number of units produced. TR represents total revenue; it starts at 
zero with zero output and rises at the outset, but—owing to diminishing 
marginal revenue—its rate of rise decreases until (when marginal revenue 
is negative) the curve begins to fall. TC represents total cost; it starts 
somewhat above zero (at the level of fixed cost), rises at first slowly, and 
later—owing to increasing marginal cost—rises more abruptly. At any 
one point of output the profit before tax is equal to the distance between 
TR and TC. The point at which profit is greatest is OA, which marks 
the greatest distance between TR and TC. 1 At this point total revenue is 
AD, total cost (exclusive of profits tax) AB, and net profit (before 
profits tax) BD. 

Let us now introduce a tax on profits. The dotted line represents total 
cost including profits tax (which is, at any one point, the distance between 
TC and the dotted curve). At the two points where TC = TR (where 

1 It is at this point that marginal cost equals marginal revenue. Marginal revenue 
is equal to the slope of TR and marginal cost to the slope of TC. Since one curve is 
convex and the other concave, the point at which they are farthest apart is where 
their slopes are equal. 
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profit is zero) and at all points where TC is greater than TR (where there 
is a net loss), profits tax is zero, and a separate dotted line is not needed. 
At OA units of output, profits tax is BC, total cost (including tax) AC, 
and profit after tax CD. 

If profits tax is at every point the same percentage of the difference 
between TR and TC (i.e., the same per cent of profit before tax), then 
profit is reduced by the same percentage all along the line. In that case 
the point of maximum profit is not changed but remains at OA. Even 
if the profits tax is progressive (i.e., a greater percentage for higher 
brackets), the point of maximum profit does not change. This assumes 
that each higher percentage applies only to its own bracket and not 
to all preceding brackets as well. For example, let us assume the following 
rates of progressive tax: 


Profits bracket 

Tax raUy 
per cent 

Tax for 
bracket 
concerned* 

Total 
tax * 

Profits 
after 
tax • 

0-82,000 

20 

8400 

8 400 

81,600 

82,000-84,000 

25 

500 

900 

3,100 

4,000- 6,000 

30 

600 

1,500 

4,500 

6,000- 8,000 

35 

700 

2,200 

5,800 


* At upper limit of bracket. 

In this progressive scheme, the first $2,000 is always taxed at 20 per cent, 
and if profits are greater than $2,000, only the portion in excess of $2,000 
(but less than $4,000) is taxed at 25 per cent, and so on. At whatever 
point profits are highest before tax, they are also highest after tax at the 
same point. Hence even if the dotted line represents tax at progressive 
rates, the point of maximum profit remains OA. 

Those economists who contend that corporate profits tax is a factor 
payment argue on the following lines. The imposition of a corporate 
profits tax does not alter the amount of output, they contend, since the 
entrepreneur maximizes profits at the same point as before the tax. 
Therefore the amount of factor services responding to the opportunity 
to earn a return varies according to the net profit before tax deduction. 
The U.S. Department of Commerce maintains that “it appears in 
statistical investigation that corporate profits before taxes are more 
invariant to mere changes in tax rates than are profits after tax, and 
that (therefore) the before-tax series must be used in studying the 
economic regularities reflected in the movement of the various income 
shares.” 2 In somewhat looser but perhaps more lucid terms, the “general 

2 U.S. Dcparimcnt of Commerce, National Income, A Supplement to the Survey of 
Current Business, 1954, p. 40. 
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profitability of capital,” to which flows of investment respond, is meas¬ 
ured more appropriately by the before-tax series, since the after-tax series, 
in addition to variances in ‘‘general profitability,” also measures vagaries 
in the income tax laws. 

Let us suppose that in year A a business corporation, with net worth 
of S10,000, earns a 10 per cent profit (SI,000), that profits tax is 20 per 
cent (of SI,000) or $200, and net profit after tax S800. The 10 per cent 
rate of earnings holds up in year B, so that profit before tax continues 
at SI,000, but the tax rate has increased to 25 per cent. Hence tax is 
S250, and profit after tax $750. In year C the profit rate is reduced to 
8 per cent, but the tax rate remains the same (25 per cent). Profit before 
tax is S800, tax $200, and profit after tax S600. An economist studying 
the effect of consumer expenditures and other economic variables on 
business profit has the following before- and after-tax profits series for 
this corporation: 


Year 

Before tax 

After tax 

A 

1,000 

800 

B 

1,000 

750 

C 

800 

600 


If the rate of tax is assumed to have no effect on the amount of capital 
invested, the economist is interested only in the before-tax series. From 
year A to year B there was (let us say) no change in consumer expendi¬ 
tures or other economic variables affecting profit, and profits before- tax 
remained unchanged. The change in after-tax profit was due solely to a 
change in tax rates, which are not one of the independent variables under 
study. Only when economic factors affect the level of profits (as from 
year B to year C) does the before-tax series register a change. 

If the rate of profits tax does have some effect on the amount of 
capital invested, however, the economist is interested in the after-tax 
series. Let us assume that the increase in tax rate in year B discourages 
business from investing, and—with less new investment by competitors— 
the rate of return (before tax) for existing enterprises increases to 12 per 
cent in year C instead of declining to 8 per cent, as shown above. Profit 
before tax is SI,200, tax (at 25 per cent) is S300, and profit after tax 
S900. In contrast to the preceding example, the tax rate now ranks, 
along with economic factors, as a determinant of the 12 per cent rate oi 
return. Only the after-tax series measures the full impact of all variables. 

Those who oppose the Commerce treatment argue that profits tax, like 
indirect taxes, is a cost influencing the amount of new investment 
Though technically the optimum point (OA) is unaffected by a chang 
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in tax rates, nevertheless capital becomes less profitable and there is less 
incentive—particularly where risk is involved—to invest funds at all. 

A correct appraisal doubtless lies somewhere between the two extremes. 
Investment is more sensitive to movements in some variables than it is to 
others. It is probably less sensitive to changes in tax rates than to move¬ 
ments in incomes, interest rates, consumption expenditures, prices, and 
the like. Because of this relatively greater sensitivity to economic factors, 
much is to be said for the Commerce treatment. 

Because the preliminary statement in Table 9-4 contains the business 
accountant’s figures, it must be adjusted for consistency with economic 
concepts. Following is a list of the adjustments to be made: 

1. Adjustment for changes in inventory prices during the year 

2. Reclassification of extraordinary gains and losses 

3. Adjustment of equalization reserves (maintenance expenses) 

4. Write-off of organization expense 

5. Elimination of capital gain 

Inventory Valuation Adjustment. The change in inventories in Table 
9-4 is a composite of two underlying movements: fluctuations in prices 
and in physical quantities. If physical inventories are doubled during a 
given year but prices halved in the same time, the value change is zero. 

1 he economist is interested in the two movements separately. He studies 
price changes through series of price indices, and physical movements 

* 6 r * ac « ounts - The inventory valuation adjustment is 
ntended to eliminate the price factor in inventory movements and leave 
only a measure of physical change at current market prices. 

ecause the inventory valuation adjustment may, under certain cir¬ 
cumstances, be complicated, let us first establish the basic principle 
through two simplified illustrations. Subsequently we shaU consider the 
more complex problem of the Adams Corporation. 

h„nH T Gt US su , pp0se that an enterprise had 100 units of inventory on 
hand January 1, at a cost of $1 each (total value S1001 n„ri,, n +i ^ 

as follows: g * ' In that case ^e cost of goods sold is $2,950, 


100 unite in inventory on January 1 at $1 
1,900 units bought during year at $1.50 
Total 


$ 100 
2,850 
$2,950 


. $2,950 

unite purch 0 aZd 0 duri„ n g d the £ (tTtaf« 

‘ This assumes a “first-in firat-onf” K • r vuiue J he profit 

’ bajU6 of accounting for inventory. 
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and loss statement follows: 


Sales 

Less cost of goods sold: 
Inventory, Jan. 1 
Purchases 

Total available for sale 
Less: Inventory, Dec. 31 
Net profit 


$4,000 


$ 100 
3,000 

$3,100 

150 2,950 
$1,050 


The economist has two objections to this statement. In the first 
place, the increase in inventory from S100 to S150 does not reflect the 
physical movement, which is zero. In the second place, the inventory on 
January 1, at a price (SI) left over from a previous year, has become part 
of cost of goods sold; hence profit is based on two sets of prices. It covers 
sales, at current market prices, minus cost of goods sold, made up partly 
of current and partly of last year’s prices. The company purchased 2,000 
units during the year and sold 2,000. At current market prices (SI.50 
cost and S2 selling price) the cost of goods sold is S3,000 and selling value 
S4.000. Hence there is profit of SI,000, rather than SI,050 as shown in 
the business accountant’s statement. So that the social accounts may be 
consistently stated at current prices, an adjustment is necessary in 
profits as well as in inventories. 

The inventory valuation adjustment is twofold. If there is a price 
increase in inventories (S50 in the present case), it must be deducted 
both from the inventory change and from profits. On the other hand, a 
price decrease in inventories must be added back to inventories and to 
profits. After this adjustment, inventory change covers physical move¬ 
ments at current prices, and profit also is affected only by current market 
prices. 

2. In the first illustration we adopted the simplifying assumption that 
the physical quantity of inventories was the same December 31 as 
January 1, and therefore units purchased during the year equaled units 
sold. The second illustration assumes a net change in physical inventory 
during the year. In addition it introduces two different methods of 
inventory accounting. 

Let us suppose a store had an inventory of 200 units on January 1 at 
a cost of $1 (total value S200). During the year it purchased 1,000 
at a price of $2 (total cost S2,000). Total inventory at its disposition 
was as follows: 

Opening inventory 200 units at $1 $ 200 

Acquisitions during year 1,000 units at $2 2,000 

Total * 2 . 200 
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Let us assume that the store sold 1,100 units. In order to calculate the 
cost of goods sold, it is necessary to know which 1,100 it sold. Since 
the units are indistinguishable, this may be impossible. Under the 
circumstances, the store accountant has two extreme alternatives (and 
many more in-between). He may say that sales included the opening 
inventory of 200 (cost §200) and 900 of the 1,000 purchased during the 
year (cost $1,800), with a total cost of goods sold of S2,000. Or, he may 


Table 9-5 

Illustration of Differences between Fifo and Lifo Methods of 

Inventory Valuation 



Units 

Unit 

Total value 


value 

Fifo 

Lifo 

Inventories available: 

Opening inventory 

200 

$i 

$ 200 

$ 200 

Purchases during year 

1,000 

2 

2,000 

2,000 

Total 

1,200 


32,200 

32,200 

Inventories sold (1,100 units): 

Fifo basis: 

First 200 from opening inventory 

200 

1 

$ 200 


Next 900 from goods purchased during year 

900 

2 

1,800 


Lifo basis: 

First 1,000 from goods purchased during year 

1,000 

2 


$2,000 

Next 100 from opening inventory 

100 

1 


100 

Cost of goods sold 

1,100 


S2,000 

$2,100 

Inventory at end of period (inventories available 
less inventories sold): 

Fifo basis: 

100 units from goods purchased during year 

100 

2 

$ 200 


Lifo basis: 

100 units from opening inventory 

100 

1 


$ 100 


say they covered all 1,000 of those acquired during the year (cost, $2,000) 
and only 100 of the opening inventory (cost $100), in which case the 
cost of goods sold is $2,100. The first alternative is known as the first-in 
first-out method (often called by its initials, fifo), because it assumes 
that the first inventories acquired were the first ones sold. The second 
alternative is the last-in, first-out method (lifo), because it assumes that 
the last inventories acquired were the first ones sold. 

The value of inventory at December 31 depends on whether fifo or 

, “ US6d for costiQ g S° ods sold - Table 9-5 illustrates the differences 

tor the present example. 

The first column of Table 9-5 reveals an inventory decline of 100 units 
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(from 200 to 100) during the year. At the current market price (S2) this 
decrease is §200. On a fifo basis, however, the December 31 inventory 
(100 units at $2) has the same value (S200) as the January 1 inventory 
(200 units at SI). With lifo, inventory decreased S100 (from S200 to 
S100). Both methods understate the decline in stocks at current market 
prices because they allow part (lifo) or all (fifo) of the opening inventory 
to enter cost of goods sold at unit prices left over from the preceding 
year. The inventory valuation adjustment is minus S100 if lifo has been 
used and minus S200 in the case of fifo. 

As in illustration (1), the inventory valuation adjustment affects cost 
of goods sold and profits in addition to inventory change. During the 
year 1,100 units were sold. At the current market price ($2) cost of goods 
sold is §2,200, as opposed to §2,000 on a fifo basis and S2,100 on a lifo 
basis. As part of the inventory valuation adjustment, cost of goods sold 
is increased by the same amount by which the inventory change is 
decreased. An increase in cost of goods sold is a decrease in profit, and 
therefore the inventory valuation adjustment (minus §100 for lifo and 
minus §200 for fifo) must be applied to profit as well. 

Returning now to the Adams Corporation, let us introduce two new 
complications. In the first place, illustration (2) assumes a difference 
in price between inventories purchased in the preceding year and those 
purchased in the current year, but a constant price during the year. 
Let us now assume a change in price during the year. In the second place, 
the revaluation to a cost-or-market basis further complicates the 
adjustment. 

The Adams Store had a closing inventory of §7,000 on December 31, 
1955 (see Table 5-1). During the expansion following incorporation, the 
enterprise purchased new inventories of §78,000 [entry (7) in Table 7-1]; 
later on during 1956 additional inventories of §200,000 were acquired 
[entry (2) in Table 7-5]. Cost of goods sold was §220,000 [entry (4) in 
Table 7-5]. Let us assume that the Adams Corporation recorded inven¬ 
tories on a fifo basis and that the §7,000 inventory of December 31, 1955, 
consisted of 7,000 units at §1, the §78,000 purchase consisted of 130,000 
units at §0.60, and the §200,000 purchase consisted of 326,000 units at 
§0.50 and 100,000 units at §0.37. For the sake of simplicity, let us first 
treat the inventory valuation adjustment as if inventories had been 
valued in the balance sheet at cost (i.e., no loss on inventory fluctuations 
had been recorded). Subsequently we shall deal with the effect of the loss. 

A summary of inventory changes is shown in Table 9-6. The money 
values entered in column 3 are those already recorded in earlier work¬ 
sheets; the only assumptions added are those of the preceding paragraph 
relating to physical quantities (column 1) and unit prices (column 2). 
Inventpries available (C) represent goods on hand at the beginning o 
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the year (A) plus those purchased during the year (B). Cost of goods sold 
is entered under D. According to the fifo principle, it is assumed that the 
opening inventory of 7,000 units was sold first, followed by the 130,000 
units purchased at S0.60 and 270,000 of the 326,000 units purchased at 
SO.50. The remaining 56,000 units purchased at S0.50, together with 
the full 100,000 units purchased at S0.37, appear in the closing inventory 
(E). The increase during the year (F) is the closing inventory (E) minus 
the opening inventory (A). 


Table 9-6 

THE ADAMS CORPORATION 

Statement of Inventory Changes, Year Ended December 31, 1956 




Fifo basis 

Year’s average basis 


Units 






Price 

Value 

Price 

Value 


(1) 

(2) 

(3) 

(4) 

(5) 

A. Inventory, Jan. 1 

7,000 

SI.00 

$ 7,000 

SO. 50 

S 3,500 

B. Purchases during year 

130,000 

0.60 

S 78,000 




326,000 

0.50 

163,000* 




100,000 

0.37 

37,000* 



C. Inventories available (A plus 

556,000 


$278,000 

0.50 ! 

$278,000 

B) 

563,000 


$285,000 

0.50 

$281,500 

D. Cost of goods sold 

7,000 

1.00 

S 7,000 




130,000 

0.60 

78,000 




270,000 

0.50 

135,000 




407,000 


$220,000 

0.50 

S203,500 

E. Inventory, Dec. 31, at cost 






(C minus D) 

56,000 

0.50 

$ 28,000 



• 

100,000 

0.37 

37,000 



F. Increase during year (E minus 

156,000 


S 65,000 

0.50 

S 78,000 

A) 

149,000 


$ 58,000 

0.50 

3 74,500 


* These two items appear as a single figure of §200,000 in Table 7-5, entry (2) 


sents tht nb mventones ( p ) column 3 ($58,000), however, repre¬ 
sents the physical increase (149,000 units) at a mixture of previous-year 

and current-year prices. The average price at which the Adams Corno 
ration purchased inventories during 1956 was $0 50 which i« ? 

? 56 P OOO h r I’™ “ ^ 

(556,000), as shown under B. In order to show the inventory change at 
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current market prices (S74.500, in column 5), it is necessary to add 
$16,500 inventory valuation adjustment, as follows: 

Inventory increase on fifo basis (at cost) $58,000 

Add: Inventory valuation adjustment 16,500 

Inventory increase on year’s-average basis $74,500 

Furthermore, the cost of goods sold (D) of $220,000 in column 3 
also reflects a mixture of previous-year and current-year prices. In order 
to show cost at current-year prices ($203,500 in column 5), it is necessary 
to subtract $16,500 inventory valuation adjustment, as follows: 

Cost of goods sold on fifo basis $220,000 

Less: Inventory valuation adjustment 16,500 

Cost of goods sold on year’s-average basis $203,500 

In addition to the amount discussed above, the inventory valuation 
adjustment must include a reversal of the loss on inventory fluctuations 
($2,600). This loss was originally recorded in order to reduce the Decem¬ 
ber 31 value of some units (those whose replacement cost on that date 
was lower than their historic cost) to replacement value. Since inventory 
change is entered at year’s-average price in the income and product 
statement, no effect should be given to the “lower of cost or market” 
adjustment. Hence neither the loss on inventory fluctuations nor the 
contra-reduction in inventories (i.e., the allowance for loss) has a place 
in the social accountant’s statement. 

The inventory valuation adjustment is therefore $19,100, registering 
differences in inventory change, and offsetting differences in cost of goods 
sold and loss on inventory fluctuations, between the viewpoints of 
business and social accountants, as follows: 

Differences in inventory change: 

Inventory increase on year’s-average basis (for social accountant; see 

Table 9-8) $74,500 

Inventory increase on fifo basis at lower of cost or market (for business 
accountant; see Table 9-4) 55^00 

Difference (inventory valuation adjustment) $19,100 

Differences in profit and loss accounts: 

Reduction in cost of goods sold from fifo to year’s-average basis $16,500 

Elimination of loss on inventory fluctuations 2,600 

Total (inventory valuation adjustment) $19,100 

The downward revaluation of cost of goods sold and loss on inventory 
fluctuations is by the same token an upward revaluation of profits. 
This is reflected by a debit to “inventory valuation adjustment,” which 
is entered (see Table 9-8) under the heading “corporate profits” in the 
income and product statement. The increase in inventory change is 
recorded by a credit. 
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(i) 


Inventory valuation adjustment 
Change in inventories 


19,100 


19.100 


Inventory valuation adjustment is positive—revising both inventory 
change and profits upward—if (as in the present case) prices are falling. 
Conversely, if prices are rising, inventory valuation adjustment is 
negative, revising both inventory change and profits downward. It is 
the practice of the Department of Commerce to merge the unadjusted 
inventory change and the adjustment into a single figure on the credit 
side of the statement but to carry profits before adjustment and the 
adjustment separately on the debit side. Thus “inventory valuation 
adjustment” in Table 9-8 is a valuation account for undistributed profits. 

Extraordinary Gains and Losses. During the year a burglar made off 
with $10,000 in cash from the safe of the Adams Corporation. Mr. Adams, 
feeling that this was an extraordinary, nonrecurring transaction, did not 
burden the current year’s profit with it but instead charged it directly 
to surplus. Entry (13) in Table 7-5 records this. The statement of earned 
surplus (Table 9-2) also reveals this entry as one of the items reconciling 
the opening surplus balance with that at the end of the year. 

The social accountant is less interested in distinctions between charges 
to income and charges direct to surplus. Although a theft may be extra¬ 
ordinary to the Adams Corporation, it is quite normal for the com¬ 
munity as a whole. Year in and year out the social return on capital is 
reduced by thefts. The social accountant, with a community rather 
than an individual outlook, considers this $10,000 a proper charge 
agamst profits. Since it was not charged to a profit and loss account in 
the Adams Corporation books, an adjustment is necessary. 


(2) 


Business transfer payments 

Corporate profits—undistributed 


10,000 


10,000 


Business transfer payments have already been described as payments 
made by businesses for other reasons than cost of production. Thefts 

nt hl , S ^ ateg0I 7 aloQ g with l^ses on bad debts, contributions to 
private relief agencies, and the like. The credit to corporate profits is a 

reduction in profit (since profit is shown as a debit balance in Table 9-4) 

eoZ“.°! Maintenailce Ex P ense - keeping with the principle of 
dehftcd maintenance expense over the years, the Adams Corporation 

it felt tr,ld n b e ?b nCe GXPenSe ’ n °V vith actuaI cost (*400) but with what 
it felt would be the average annual cost for a longer period ($600). While 

the trncT 6 - 1 ! S ° U " d fort 5 e businessman’s purposes, it does not portray 

t ? C ’ WhlCh 18 ° nly the expended. The social 

accountant must increase corporate profits $200. 
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(3) Corporate profits—undistributed 200 

Current purchases from other producers 200 

The credit is made to current purchases from other producers, since 
total maintenance (S600) was included in this item in Table 9-3. 

Organization Expense. The Adams Corporation spent SI,000 in 
lawyers’ costs and other miscellaneous expenses incident to incorporation. 
This amount was debited to an asset [entry (4) of Table 7-1], and all but 
$1 of it was written off against earned surplus [entry (7) in Chapter 8]. 
None of the 81,000 was at any point charged to profits of the period. 

The value of organization expense is of dubious permanence from a 
community point of view, and the social accountant treats it as consumed 
in the same sense that other expenses are consumed. Hence it is credited 


Table 9-7 

THE ADAMS CORPORATION 

Worksheet for Derivation of Final Income and Product Statement, 

Year Ended December 31, 1956 



Sales to consumers 
Change in inventories 
Employee compensation 
Interest (net) 

Corporate profits: 

Tax liability 
Dividends 

Undistributed profits 


Inventory valuation 
adjustment 
Indirect taxes 
Business transfer payments 
Capital consumption allow¬ 
ance 

Current purchases from other 
producers: 

Inventories 

Other 

Capital gain 


Totals 


Preliminary 
statement 
(from Table 9-4) 


Adjusting entries Final statement 


Debit Credit Debit 


400,000 
55,400 



40, 
4,000 



200 (3) 


700 

250 

4,625 


19,100(1) 

10,000 ( 2 ) 


278,000 
35,600 


5,00 


1,000 (4) 
5,000 (5) 


Credit Debit Credit 



400,000 

74,500 


40,000 

4,000 

15,000 

20,250 

46,175 


5,000 (5) 


19,100 

700 

10,250 

4,625 


278,000 
200(3) 36,400 


460,4001460,400|35,300 |35,300 |474,500|474,500 
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to corporate profits (to decrease them) and debited to current purchases 
from other producers (lawyers, etc.) 4 

(4) Current purchases from other producers 1,000 

Corporate profits—undistributed 1,000 

The fact that S999 was written off earlier does not affect this entry, since 
it was debited to earned surplus rather than to profits. 


Table 9-8 

THE ADAMS CORPORATION 

Income and Product Statement, Year Ended December 31, 1956 


Debits 


Credits 


CREATION OF PRODUCT 

DISPOSITION OF PRODUCT 

Payments to factors of production: 



Compensation of employees 

40,000 

Sales to consumers 

400,000 

Interest (net) 

4,000 

Change in inventories 

74,500 

Corporate profits: 




Tax liability 

15,000 



Dividends 

20,250 



Undistributed 

46,175 



Inventory valuation 




adjustment 

19,100 100,525 



Income originating 

144,525 



Other values added: 




Indirect taxes 

700 



Business transfer payments 

10,250 10,950 



Net product 

155.475 



Values added offset by values consumed: 



Capital consumption allowance 4 625 



Gross product 

160.100 



Current purchases from other producers: 



Inventories 

278,000 



Other 

36,400 314,400 



Total 

474,500 

Total 

474,500 


° f Capital Gain - During the year the Adams Corporation 
sold for *30,000 securities carried on its books at a cost value of *25 000 

MW 1 * re ° 0rd th,S tranSactlon (entr y in Table 7-5] was made as 


Cash 

Marketable securities 
Profit on sale of securities 


30,000 


25,000 

6,000 


The business accounting entry is unacceptable to the economist for 
two reasons. In the first place, it records a profit which is not a factor 

charter fee. 
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return; that is, it was not associated with creation of value from a com¬ 
munity point of view. In the second place, it records a security transaction 
at cost ($25,000) rather than the value at which trading took place 
($30,000). Only the first objection affects the income and product state¬ 
ment. The undistributed profit in Table 9-4 (debit) is overstated $5,000. 
Furthermore, Table 9-4 contains a credit of $5,000 for capital gain, which 
does not represent a disposition of real product. The adjusting entry 
reduces profit and eliminates the capital gain. 

(5) Capital gain 5,000 

Corporate profits—undistributed 5,000 

The five entries just described are entered on the worksheet in Table 
9-7, in which data are derived for the final income and product statement. 
This statement is shown as Table 9-8. 

PROBLEM 

Prepare a profit and loss statement and an income and product statement for 
the Blake Corporation for the year ended December 31, 1956. 



CHAPTER 10 


CORPORATION ACCOUNTING: 

IV. BALANCE SHEET AND INVESTMENT STATEMENT 


THE BALANCE SHEET 

The balance sheet of the Adams Corporation on December 31, 1956, 
is presented as Table 10-1; it is derived from columns 9 and 10 of the 
worksheet in Table 8-1. The following comments are not a complete 
description of this balance sheet but consist only of certain observations 
that the student should make as he reads the table. 

Current Assets. The deduction of allowance for bad debts indicates 
that this amount of accounts receivable is expected to be defaulted. 
The net value is the estimated amount collectible. 

The allowance for loss on inventories is deducted in order to value the 
inventories conservatively. In the net value, the lower of cost or market 
principle has been applied to each item separately. 

Prepaid insurance is a current asset. It is a claim against the insurance 
company to be exercised in insurance protection service during the coming 
year. The fact that it will be paid in services rather than cash does not 
detract from its status as a current asset. 

Marketable securities are included as current assets because they are 
available for use in operations should additional liquid assets be required. 
Any securities not expected to be sold readily, such as investments in 
subsidiary companies or nonmarketable government bonds not maturing 
within the next year, should be excluded from current assets and included 
in long-term investments. 

Long-term Investments. The only long-term investments held by the 
Adams Corporation are those in the bond sinking fund. 

Fixed Assets. Allowance for depreciation has been accumulated at 
different rates for each different fixed asset. It is always calculated from 
tne date on which the asset was acquired. 

intangible Assets. This account covers only the unamortized portion 
of intanpble assets. Some corporations leave their intangible assets on 
the books without amortization, others write them down to a very 
nominal value, while still others write them off completely It is the 
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practice of the Adams Corporation to write them down to a nominal 
value. But intangible assets are earning assets—the profits of the corpo¬ 
ration may depend on them just as on tangible assets—and in so far as 
they are written down, total assets are to that extent undervalued, and 
the company is said to have secret reserves. 

Deferred Charges. Deferred charges cover long-term prepayments of 
expenses. Prepaid expenses (such as insurance in the present illustration) 
that relate to the coming year are normally included in current assets, 
but those applying to subsequent years (as in the case of a three- or 
four-year insurance policy) are normally carried as deferred charges. 
Bond discount is a deferred charge, since—as was discussed in Chapter 
7—it is considered a prepayment of interest over the life of the bond. 


Table 10-1 

THE ADAMS CORPORATION 
Balance Sheet, December 31, 1956 


Assets 

Current assets: 


Cash 

$215,030 


Accounts receivable 

S 25,000 


Less: Allowance for bad debts 

250 


Net value 

24,750 


Inventories, at cost 

$ 65,000 


Less: Allowance for loss 

2,600 


Net value, lower of cost or market 

62,400 


Accrued interest receivable 

500 


Prepaid insurance 

2,000 


Marketable securities 

25,000 


Total current assets 


$329,680 

Long-term investments: 

Bond sinking fund 


8,000 

Fixed assets: 

Furniture and fixtures 

S 12,000 


Less: Allowance for depreciation 

800 $ 11,200 


Delivery vans 

$ 10,500 


Less: Allowance for depreciation 

2,625 7,875 


Building 

$ 85,000 


Less: Allowance for depreciation 

2,400 82,600 


Land 

10,000 


Total fixed assets 


111,675 

Intangible assets: 

Goodwill 

$ 20,000 


Organization expense 

1 

20,001 

Total intangible assets 


Deferred charges: 

Bond discount 

« 


Total assets 

$473,856 
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Table 10-1 {Continued) 
Liabilities and Net Worth 

Current liabilities: 

Accounts payable 
Accrued taxes payable 
Accrued wages and salaries 
Accrued interest payable 
Dividends payable 
Reserve for profits tax 
Total current liabilities 


Fixed liabilities: 


Debenture bonds, 5%, maturing Jan. I, 1966 
Net worth: 


$ 50,000 
700 
1,000 
2,500 
20,250 
15,000 

S 89,450 
100,000 


Common stock, authorized and issued, 1,000 shares 
at SI00 stated value SI00,000 

Less: In treasury, 250 shares 25,000 

Outstanding, 750 shares 

Preferred stock, 7%, authorized, issued, and out¬ 
standing, 1,000 shares at S75 par value 
Reserve for maintenance 
Reserve for sinking fund 
Reserve for plant expansion 
Revaluation surplus 
Paid-in surplus 
Earned surplus 
Total net worth 


S 75,000 

75,000 

200 

8,000 

30,000 

15,000 

75,000 

6,206 


Total liabilities and net worth 


284,406 

$473,856 


Current Liabilities. Dividends payable is classified as a current liability. 
Once declared, a dividend is usually payable within short order and 
therefore should be considered current. Reserve for profits tax is included 
in this grouping, since it is really an accrued expense payable. 

Fixed Liabilities. Full information about the bonds is given, including 
their type (debentures), rate of interest, and maturity date. 

Net Worth. Net worth consists of three types of accounts: stock, 
reserves, and surplus. Reserves will be discussed below. Stock accounts 
represent original amount of capital paid in for the purchase of stock. 
Sometimes part of the purchase price is credited to paid-in surplus instead 
of stock, so that some of the original paid-in capital may be available 
for dividends. State laws vary as to whether paid-in surplus, either in 
whole or in part, may be distributed. Revaluation surplus results from 
the wnte-up of fixed assets; it may or may not be available for dividends 
depending on the laws of different states. Earned surplus covers undis¬ 
tributed profits. It is credited with the net profit of the year, plus extra¬ 
ordinary gains, etc., and debited with dividend distributions, extraordi¬ 
nary losses, certain write-offs, and appropriations to net worth reserves. 
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Reserves. The term “reserve” has been used, and often misused, in 
many different meanings. The following discussion covers the principal 
types of reserves encountered in corporate balance sheets. 

1. Valuation Reserves. Valuation accounts, such as allowance for 
depreciation, allowance for bad debts, and allowance for loss on inventory 
fluctuations, are frequently called reserve for depreciation, reserve for 
bad debts, and reserve for loss on inventory fluctuations. Those who 
support the use of this term argue that these accounts represent expenses 
for which no expenditure has been made. Since earnings have been 
diminished without any assets being paid out, their argument goes, assets 
are in effect being held “in reserve” for the replacement of fixed equip¬ 
ment fully depreciated, or to cover losses on accounts receivable and 
inventory fluctuations. 

Let us suppose that a company has the following balance sheet on 
January 1: 

Assets Liabilities and Net Worth 

Current assets $20,000 Capital stock $70,000 

Fixed assets 50,000 

Total $70,000 Total $70,000 

During the year its cash income was $10,000 and cash expenses $7,000; 
let us assume no accruals or other adjustments (except that depreciation 
will be introduced at a later point). Its net earnings, before taking 
depreciation, were $3,000; and if no adjustment is made for depreciation, 
its balance sheet on December 31 would appear as below. Current assets 
and earned surplus have both increased by the amount of earnings. 

Assess Liabilities and Net Worth 

Current assets $23,000 Capital stock $70,000 

Fixed assets 50,000 Earned surplus 3,000 

Total $73,000 Total $73,000 


Let us now suppose that an additional adjustment of $1,000 is made 
for depreciation. Net earnings are reduced to $2,000, and the book value 
of fixed assets is decreased to $49,000. The balance sheet follows: 


Assets 


Liabilities and Net Worth 

Current assets 

$23,000 

Capital stock 

$70,000 

Fixed assets $50,000 

Less: Allowance for 

depreciation 1,000 

49.000 

Earned surplus 

2,000 

Total 

$72,000 

Total 

$72,000 

m • % 


Those who argue that the allowance for depreciation should be called a 
reserve point out that current assets have increased $3,000 whereas net 
earnings have been only $2,000. Therefore, they say, the remaining $1,000 
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is being reserved for replacement of fixed assets. They might even say 
that this reserve is akin to reserve for plant expansion. In the case of the 
latter, an amount was removed from surplus to prevent a like amount of 
assets from being paid out in dividends; likewise, they argue, the reserve 
for depreciation has been deducted from surplus (by being charged to 
expense) so that SI,000 of the S3,000 increase in current assets would 
not be paid out in dividends but would be “reserved” for the replacement 
of fixed assets. 

The argument is not good. The $1,000 has not been reserved for any 
specific purpose at all. Normally, the amount of a company’s fixed assets 
varies from year to year; there is generally no conscious effort on the part 
of management to replace a depreciated machine with its exact replica. A 
twenty-year-old machine may be scrapped and its work done by a more 
modern machine costing half as much, producing twice as much, and 
installed three years previously. There is no exact pairing of depreciation 
“reserves” and replacements. 

The fallacy of the reserve argument is seen more clearly if we assume 
that SI,000 was in fact spent for a new fixed asset. With this purchase 
recorded, the balance sheet follows: 


Assets 



Liabilities and Net Worth 

Current assets 


$22,000 

Capital stock 

$70,000 

Fixed assets 

Less: Allowance for 
depreciation 

$51,000 

1,000 

50,000 

Earned surplus 

2,000 

Total 


$72,000 

Total 

$72,000 


Where, now, is the “reserve”? Current assets have been increased by 

exactly the amount of earnings, and $1,000 has been applied to the 

purchase of new fixed assets. Indeed, $2,000 or $500 or any other amount 

might have been so applied, depending on the needs of the enterprise. 

Clearly the allowance for depreciation, which stands on the books as a 

deduction from the gross value of fixed assets, is not a reserve but simply 

the credit side of an asset account, indicating that the value of that asset 

has declined $1,000 through use. Accounting thought is gradually 

recognizing that such valuation accounts are allowances rather than 
reserves. 

2. Liability Reserves. A liability reserve is an accrued liability that has 
been estimated rather than exactly calculated. Recent accounting thought 
is also tending to drop this term and to substitute accrual, since liabilities 
determined exactly and those estimated are so similar that differentiating 
captions are hard to justify. 

• Tk S however, another type of reserve that is sometimes carried 
m the liability, rather than the net worth, section of the balance sheet. 
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This is a reserve, appropriated from surplus, intended to cover losses 
that may occur erratically in the future. For example, a corporation will 
set up a reserve for contingencies out of its surplus in order to prevent 
the entire amount of surplus from being reduced by dividends when 
certain earned assets may be needed to cover unforeseen losses, such as 
by hurricane or fire. A reserve for contingencies should probably be called 
a net worth reserve, similar to reserve for plant expansion; but if it is 
felt that the contingency guarded against is likely to occur, then this 
reserve may be carried among the liabilities. 

Such a case would exist if an enterprise were faced with losing a law¬ 
suit. Until the final judgment is rendered, there is no legal reduction of 
net worth. But in anticipation, the company may want to debit its 
surplus and set up a so-called liability reserve. When the lawsuit is lost 
and judgment paid, the company would debit that reserve (instead of 
surplus) and credit cash. 

3. Net Worth (or Surplus) Reserves. Net worth reserves are those, like 
reserve for plant expansion and reserve for bond sinking fund, established 
to indicate that certain of the earned assets are not available for dividends. 
They are part of undistributed profits and arise out of a debit to earned 
surplus and a credit to the reserve. If at any time the reserve is no longer 
needed, it may be returned to earned surplus by a reversing entry. 

Equalization reserves—like reserve for maintenance or repairs—are 
also net worth reserves. They have the peculiar characteristic of being 
included in net worth despite the fact that they have already been 
charged against profits. The charge against profits was based on the 
principle of equalizing expenditures occurring sporadically, but these 
reserves are included in net worth because no actual expenditure was 
made, and therefore the net worth has not, in fact, been diminished. 

Deferred Credits. A deferred credit is a credit to income deferred to 
future periods and in the meantime carried as a liability. For example, 
the insurance company receiving the premium for a long-term policy has 
a liability to the policyholder to perform its contract obligations over the 
coming years. If bonds are sold at greater than par value, the premium 
is carried as a deferred credit. 

THE INVESTMENT STATEMENT 

In this section we shall prepare an investment statement for the Adams 
Corporation, similar to those of Chapters 3 and 5. Like them, it is an 
adaptation of balance sheet movements to fit the needs of economists 
and is a step toward the national saving and investment account. The 
procedure is similar to that followed for the income and product state¬ 
ment in Chapter 9. Through a worksheet (Table 10-2) we shall pour the 
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businessman’s figures into the economist’s mold and from that mold 
prepare a preliminary investment statement (Table 10-3). A series of 
adjusting entries recorded in a second worksheet (Table 10-4) will make 
the figures conform to economic concepts, and a final investment state¬ 
ment (Table 10-5) will be prepared from that worksheet. 

The comparative balance sheets of the Adams Corporation appear in 
Table 10-2, of which the first column contains the balance sheet of the 
Adams Store on December 31, 1955 (from Table 5-1), the second column 
the balance sheet of the Adams Corporation on December 31, 1956 
(from Table 10-1), and the third column the differences between the two. 
Each item from column 3 is extended to one of the succeeding columns, 
which represent the classifications of the investment statement. The 
movement in inventories, together with its valuation account, is carried 
to column 4 (change in inventories). All increases in fixed assets are 
added together in column 5 (business purchases on capital account), 
while their valuation accounts (allowances for depreciation) are carried 
to column 6 (capital consumption allowances). 

All assets representing claims on other persons or institutions—cash, 
accounts receivable (and its valuation account), accrued interest receiva¬ 
ble, prepaid insurance, marketable securities, and bond sinking fund—are 
entered in column 7. Cash is a claim against the monetary authority 
(central bank, Treasury, or other note-issuing agency) or banks where 
deposits are held. Accounts receivable are claims against customers, 
interest receivable against debtors on securities, and prepaid insurance 
against the insurance company. Marketable securities are claims against 
the issuing institution: the government if they are government bonds, 
otherwise private corporations. The bond sinking fund is a body of claims 
(marketable securities). The intangible assets have been lodged tempo¬ 
rarily in column 8; they will subsequently be reclassified, for reasons to 
be explained later. 

Liability and net worth movements are divided into two columns only. 
Column 4 (net movement in claims) covers all movements in liabilities 
and all original investment in equity capital (net worth). All increases in 
net worth during the year, whatever be their reason, are entered in 
column 5 (undistributed profits). This is a preliminary classification only. 
Some items in column 5 (e.g., revaluation surplus) are not profits but 
adjustment will be made for them later. 

The totals of columns 4 to 8 of the worksheet are arranged in the 
preliminary investment statement shown as Table 10-3. 

T.hi? ‘T C ! a i mS “ the net amount of ‘wo columns from 

< 2 - ,!°" 2 ’ labll,ty claims (5317,720) minus asset claims ($256 350) 

bmee the statement portrays real investment, all financial investment 
(cash, marketable securities, and other claims) is excluded from the debits. 



Table 10-2 

THE ADAMS CORPORATION 

Worksheet for Derivation of Preliminary Investment Statement, Year Ended December 31 , 1956 
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INDIVIDUAL ENTERPRISE ACCOUNTS 

The table reveals that the Adams Corporation has acquired real assets 
of §120,776; their composition is shown on the debit side. The credit 
side tells us the manner in which they were financed; $61,370 of net 
movement in claims (i.e., the creditors and various investors provided the 
company with the means to obtain real assets of $61,370 greater than net 
cash accepted by the company and the amount it provided as a creditor 
to others) and undistributed profits (reinvested earnings) of $59,406. 

Table 10-3 

THE ADAMS CORPORATION 

Preliminary Investment Statement, Year Ended December 31, 1956 


Real investment (debit) Sources of real investment (credit) 


Change in inventories 

55,400 

Net movement in claims 

61,370 

Business purchases on capital 

50,000 

Undistributed profits 

59,406 

account 




Capital consumption allowance 

(4,625) 



Intangible assets 

20,001 



Total 

120,776 

Total 

120,776 


Table 10-3 is a rearrangement in social accounting terminology of data 
originally prepared for the business accountant. It is not entirely satis¬ 
factory to the economist, and certain changes must be made. For example, 
intangible assets, though an investment from the point of view of the 
corporation, are not a real investment of the community. Likewise un¬ 
distributed profits, as was pointed out earlier, include such items as 
revaluation surplus, which are not really profits. We must prepare a 
series of adjusting entries to convert Table 10-3 into an investment 
statement acceptable for economic analysis. 

Elimination of Intangible Assets. Because its satisfied customers are 
content not to shop elsewhere, goodwill represents real earning power to 
the Adams Corporation. From the social point of view, however, its 
productivity is questionable, because its value to the Adams Corporation 
is largely a negative value to competitors. Economists are agreed that it 
has no place in domestic investment. 

To eliminate it from the investment statement, we must reverse all 
entries pertaining to goodwill that were made on the Adams Corporation 
books. As part of entry (1) of Table 7-1, goodwill was entered as follows: 1 

Goodwill 26,770 

Common stock 26,770 

Since goodwill is included in Table 10-3 under the heading intangible 
assets and common stock is included as a credit to net movement in 

1 This occurred when the value of Mr. Adams’s common stock was set at $100,000, 
exceeding the net worth of the Adams Store by $26,770. 
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claims, the reversing entry is as follows: 

(la) Net movement in claims 

Intangible assets 


26,770 


26,770 


At the end of year the Adams Corporation wrote goodwill down to 
$20,000 by a debit of S6.770 against earned surplus [part of entry (7) in 
Table 8-1), as follows: 


Earned surplus 
Goodwill 


6,770 


6,770 


Since we have reversed the entry originally recording goodwill, we must 
also reverse its write-down. The movement in earned surplus is part of 
undistributed profits in Table 10-3, and therefore the reversing entry 
is as follows: 


(16) 


Intangible assets 

Undistributed profits 


6,770 


6,770 


Taken together, the two entries reversing goodwill are as follows: 


( 1 ) 


Net movement in claims 
Intangible assets 
Undistributed profits 


26,770 


20,000 

6,770 


W nT If 16 10 " 3 haS been adjusted for entry (1) it will be as if no good¬ 
will had been either recorded or written down. 

Elimination of organization expense is a more dubious matter. It may 

be argued that its corporate status has made the company a more 

effective enterprise, better suited to the needs of the community. Is this 

not a real asset, to be included in domestic investment? 

Although this argument has some merit, in practice it is necessary to 

is h ^rit a te e n°T mZat10 ? expense a !? ng ™ th goodwi11 - Organization expense 
do ™ quite erratlc a»y by corporations, and the social ac- 

f a ln g [ eat d j fficult y iD ascribing a proper value to it. 

If a company is in a state of gradual decline (as when an industry is 

and^h' °J’5 a K niZatl ° ri ex P ense becomes less and less valuable over the ™ a rs 

vet SnificanT^ 126 ? ^ depreciatioD of fixed ***ts. Considering the 
^ ? 6 ° f organizatlon expense in the total social accounts 

the easiest solution is to consider it as consumed on the spot. 

hvth 6 ZT r, $ " 9 . ° f the organizati °n expense, already recorded 
by the Adams Corporation [entry (7) in Table R 11 ic e 

from the social accountant’s viewpoin To “ a k e H omnTf" C ° rre0t 

write „ ff the remaining doiiar, JSZ&SZjZgr** mUS ‘ 

^ Undistributed profits 

Intangible assets 
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Elimination of Revaluation Surplus. In social accounting statements 
domestic investment covers the increment in real assets produced and 
not consumed during the year. It is entered at the market prices at which 
they were last traded (or at their cost of production). The investment 
accounts should not be burdened by upward revaluations of existing 
fixed assets. In entry (1) of Chapter 8, the Adams Corporation wrote up 
its building S15,000, and as a result business purchases on capital 
account in Table 10-3 are overstated by that much. Furthermore, 
undistributed profits contains SI5,000 of revaluation surplus, which is 
not a profit. The entry to reverse this revaluation follows: 

(3) Undistributed profits 15,000 

Business purchases on capital account 15,000 

Inventory Valuation Adjustment. The inventory valuation adjustment, 
already described in Chapter 9, affects the investment as well as the 
income and product statement. The change in inventories, which is a 
debit in the investment statement, must be revalued upward 819,100, 
just as it was revalued in the income and product statement. Further¬ 
more, undistributed profits must be adjusted, for reasons given in 
Chapter 9. The entry follows: 

(4) Change in inventories 19,100 

Inventory valuation adjustment 19,100 

As explained in Chapter 9, “inventory valuation adjustment” is a 
valuation account for undistributed profits. 

The adjusting entry for inventory valuation on the investment state¬ 
ment is the same as on the income and product statement, but with 
debits and credits reversed. This is because change (i.e., increase) in 
inventories is a credit on the income and product statement but a debit 
on the investment statement. Undistributed profits, on the other hand, 
is a debit on the income and product statement but a credit on the 
investment statement. 

Elimination of Capital Gain. In Chapter 9 it was noted that capital 
gain must be eliminated from the social accounts for two reasons: (1) it 
records a profit that is not a factor return, and (2) it results from a 
security transaction being recorded at cost rather than the value at 
which trading took place. When the Adams Corporation sold securities 
for 830,000 that had cost only 825,000, it credited its assets (long-term 
securities) 825,000. This credit is now part of the net movement in 
claims appearing in Table 10-3. At current market prices, however, the 
claim is 830,000, and that is the amount to be shown in the social accounts. 
Therefore we must credit net movement in claims 85,000. Undistributed 
profits is overstated $5,000 in Table 10-3, because it contains a profit on 
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Table 10-4 

THE ADAMS CORPORATION 
Worksheet for Derivation of Final Investment Statement, 

Year Ended December 31, 1956 


Preliminary 





statement (from 
Table 10-3) 

Adjusting entries 

Final statement 

Debit 

Credit 

Debit 

Credit 

Debit 

Credit 

a) 

(2) 

(3) 

(4) 

(5) 

(6) 


Change in inventories 55,400 

Business purchases on capital 50,00C 
account 

Capital consumption allow¬ 
ance 


19,100(4)| 74,500 

15,000(3) 35,000 


4,625 


4,625 


Intangible assets 

Net movement in claims 
Undistributed profits 


Inventory valuation adjust¬ 
ment 

Total 


20,001 


20 , 000 ( 1 ) 
1 ( 2 ) 

61,370 26,770(1) 5,000(5) 
59,406 15,000(3) 6,770(1) 
1 ( 2 ) 

5,000(5) 

19,100(4) 


39,600 
46,175 


19,100 


125,401 125,401 65,871 65,871 109,500 109,500 



sale of securities, which is not (as was pointed out in Chapter 9) asso¬ 
ciated with the creation of value from a community point of view It 
must be eliminated by a debit. The entry follows: 


Undistributed profits 

Net movement in claims 


5,000 


5,000 


1 *^“? X f V ® stme “ t Statement. The final investment statement (Table 
10-5), including all adjustments to social accounting concepts, is derived 

TaMe I" Tab ! 6 1(M - The fifSt tW ° COlUmnS COntain data ^om 

lame 10-3. The five adjusting entries described above are entered in 

co umns 3 and 4, and the final figures—a cross addition of the firet four 
columns—appear in columns 5 and 6. 

and*nrndnot ln f f statement < Table 10-5) with the income 

statement (Table 9-8), the student mil notice that four 

iLT* aPPeaF i ° n b ° th j Change in inventories, undistributed profits 
mventoiy valuation adjustment, and capital consumption allowance! 

ange in inventories is a debit on the investment statement and a credit 

to income and product. The other three items are debits to income Ind 
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product and credits (or negative debit, in the case of capital consumption 
allowance) on the investment statement. 


Table 10-5 

THE ADAMS CORPORATION 
Statement of Investment, Year Ended December 31, 1956 


Real investment 

Change in inventories 74,500 

Business purchases on capital 
account 35,000 

Capital consumption allowance (4,625) 

Total 104,875 


Sources of real investment 
Net movement in claims 39,600 

Undistributed profits 46,175 
Add: Inventory valua¬ 
tion adjustment 19,100 65,275 
Total 104,875 


Except for capital consumption allowance, transactions in Table 10-5 
are recorded at current market prices rather than original cost to the 
Adams Corporation. In some instances there is no difference between 
the two. For example, business purchases on capital account are entered 
at cost, which is also current market value (because purchases were made 
during the current year). However, if an asset (e.g., inventories or 
marketable securities) is sold for a price other than its cost value, business 
accounts show a decline in assets at the cost price but the social accounts 
show the transaction at its current value. This difference is the basis for 
both inventory valuation adjustment and the elimination of capital gain. 

Some recognition has been given in business accounting literature to 
the desirability, under certain conditions, of preparing statements on a 
“common-dollar” basis; that is, with values adjusted to current-year, 
or some base-year, prices. If this were done, business accounting state¬ 
ments would implicitly recognize the inventory valuation adjustment. 
The cost of goods sold of the Adams Corporation, on the basis of 1956 
prices, would appear as follows (with data from Table 9-6, column 5): 


Inventory, Jan. 1 $ 3,500 

Add: Purchases during the year 278,000 

$281,500 

Less: Inventory, Dec. 31 78,000 

Cost of goods sold $203,500 

The opening inventory in this statement does not equal the closing 
inventory in the 1955 statement because the price basis is different. If 
comparisons of several years are made in real terms, it is necessary to 
deflate all statements, by some satisfactory index, to the prices of a 
given base year. 

Common-dollar accounting has not made much headway in the 
business world, largely because it relies on human value judgments (such 
as the choice of a proper price index) which might cause legal disputes 
and other uncertainties. The economist has more freedom, however. 
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He uses current prices as a common denominator for values in all account¬ 
ing series—flows of funds, balance of payments, national product ac¬ 
counts, and the like—thereby facilitating comparisons both within a 
statement and between items in different statements. 

PROBLEM 

Prepare a balance sheet for the Blake Corporation as of December 31, 1956, 
and an investment statement for the year ended on that date. 



CHAPTER 11 


CORPORATION ACCOUNTING: 
V. THE STATEMENT OF FUNDS 


Although the primary statements classify all transactions of an 
accounting unit in meaningful manner, the very fact that they are all- 
inclusive detracts from their versatility. They are not equally useful in 
the analysis of all problems, and it is often necessary to extract, regroup, 
and reformulate certain aspects of their data. For example, both business 
and social accountants need a statement of the forces affecting monetary 
movements and changes in the structure of debt. They rearrange the 
mass of data to bring into focus the facets they wish to study. 

Without any lack of respect for the Rembrandts of our day, let us 
liken the statement of funds to a great painting. The artist-accountant 
has not depicted all that is before his eyes. He has selected and inter¬ 
preted. He has rearranged parts of the landscape to fit his needs, and 
he has perhaps slurred over the fine lines separating leaves and branches. 
But he has brought a central object into clear perspective in a balanced 
picture of the monetary scene. 

As explained in Chapter 6, the statement of funds involves a rearrange¬ 
ment of entries for the transactions of a given accounting unit into three 
categories, as follows: 


Categories 

Business accounting statement 

Social accounting statement 

a 

Movements in working capital 

Financial flows 

b 

Other transactions with outsiders, 

Nonfinancial flows associated with 


and internal transactions asso¬ 
ciated with changes in working 
capital 

payments in money and credit 

c 

Other internal transactions 

All internal transactions, and two- 
way nonfinancial flows 


The statements of Chapter 6 were simplified by the fact that few 
entries of the (c) category appeared in the Adams Store accounts. But 
the transactions of the Adams Corporation in 1956 are more complex, and 

166 
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a worksheet is required to sort them into their respective categories. 
In Table 11-1, all net changes in balance sheet accounts between January 
1 and December 31 are carried across the sheet into columns representing 
the three categories for purposes of the business accounting statement. 
In Table 11-5 the same operation is performed for the social accounting 
statement. By comparing these two tables, the student may observe the 
divergent classifications resulting from different approaches by the 
businessman and the economist. 


THE BUSINESS ACCOUNTANT’S STATEMENT OF FUNDS 

Columns 1 and 2 of Table 11-1 are taken from the comparative balance 
sheets of the Adams Corporation (Table 10-2, column 3). Debits register 
increases in assets or decreases in liabilities and net worth from January 1 
to December 31, while credits are decreases in assets or increases in 
liabilities and net worth. The working capital accounts are extended to 
columns 3 and 4. Remaining balance sheet entries are divided among 
uses (column 5) and sources (column 6) of funds and transactions to be 
omitted from the statement (columns 7 and 8). The question of where to 

extend each item (other than working capital movements) necessitates 
a review of all entries affecting it. 

Asset Accounts. A debit to an asset is a use of funds if it records a 
new acquisition. A credit is a source of funds if an asset is sold. But 
entries to revalue assets, or to record their depreciation, are internal 
transactions. Since there was a flow of funds to outsiders in the acquisition 

fUDd ' the fumiture and fixtures, and the delivery 
ns, the debits to these items are extended to column 5. The S35,000 debit 

2^ innnn TT’ C ° VerS tw ° entries: (1) write " u P of *15.000* and 
“dTo “a ‘° aU ~ for depreciati<m are “ “<» « 

foTlOO m ex< i anged Ws claim °“ Adams Store net worth 

of funds' The Lt tT T°n at r° n Stock ' ! he made no new investment 

wortht an fnter 1 7 ® 1 ® 26 ' 770 . recording the ™te-up of net 

worth, is an internal transaction, as is also the $6,770 write-off of imnrfwill 

ZZrnTl at the ead ° f the ^ Go^n foet dewt o! 

Th!°n ? ! de A ln ltS com P° nent parts, to columns 7 and 8 

net debit of $1 to organization expense comes from two entries. 

1 Table 8-1, entry ( 1 ). 
a Table 7-1, entry (7). 

* Table 7-1, entry ( 1 ). 

4 Table 8-1, entry (7). 
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Worksheet for Business Accountant’s Statement of Sources and Uses of Funds, Year Ended December 31, 1956 
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<C 

© 
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1 

600 (1) 

2,625 (1) 

1,400 (1) 

6,770 (3) 

999 (4) 

o> 

CO 

©4 

H 

d 6 

ST to 

i £ 

o 

kO O 

41,770 

(6) 

External transactions 

Sources ( Cr .) 
(6) 


1 

v! 

Q _ 

w iO 

oo — ' 

8,000 

8,000 

7,000 

20,000 

1,000 

44,000 

1 

3 I 

d S 

250 

2,600 

2,850 

d 5 

199,600 

21,500 

58,000 

500 

2,000 

25,000 

306,600 

l| 

J i 

d s 

250 

2,600 

600 

2,625 

1,400 

7,475 

d S 

199,600 

21,500 

58,000 

500 

2,000 

25,000 

8,000 

8,000 

7,000 

35,000 

20,000 

1 

384,601 


Assets 

Cash 

Accounts receivable 

Allowance for bad debts 
Inventories 

Allowance for loss 

Accrued interest receivable 

Prepaid insurance 

Marketable securities 

Bond sinking fund 

Furniture and fixtures 

Allowance for depreciation 
Delivery vans 

Allowance for depreciation 
Building 

Allowance for depreciation 
Goodwill 

Organization expense 

Total to carry forward 
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* From Table 10-2, column 3. 

t These two items together are the proceeds (850,000) from sale of common stock. 
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The Adams Corporation paid Si,000 (debit) as cost of incorporation 6 and 
later wrote off S999 (credit) against earned surplus. 6 The former is a use 
of funds (column 5), but the latter is an internal transaction (column 8). 

Liabilities and Stock Issues. Credits to liability and net worth accounts 
are sources of funds if they record new issues of bonds or stocks or the 
incurrence of a new liability. A debit is a use of funds if it records the 
payment of a liability or distribution of net worth to stockholders. But 
appropriations of net worth reserves and entries to record and amortize 
bond premium and discount are internal transactions. 

Bonds payable have a credit of S100,000, but only S95,000 was acquired 
from outsiders in their issue 7 (extended to column 6). The remaining 
S5,000, which is discount, is carried to column 8. The bond discount 
(debit of S4,500) is the result of two entries: a debit ($5,000) for the 
original amount of the discount 7 and a credit ($500) for its amortization 
at the end of the year. 8 Both are internal transactions; therefore, they 
are carried to columns 7 and 8. 

The movement of common stock ($100,000) happens to be an internal 
transaction in this case because, as explained above, stock was issued in 
exchange for the net worth of the Adams Store 9 rather than sold to 
outsiders. If one views the company as a continuing enterprise, there was 
neither an inflow nor an outflow of funds but only a new arrangement of 
net worth accounts. Preferred stock, on the other hand, is a source of 
funds, because its purchasers paid in its par value. 10 

Treasury stock ($25,000 debit) and paid-in surplus ($75,000 credit) 
must be considered together. When Mr. Adams donated $50,000 of 
common stock back to the corporation, treasury stock was debited and 
paid-in surplus credited. 11 Instead of a real flow of funds, there was only 
a rearrangement of net worth accounts, which is an internal transaction. 
Hence a $50,000 debit is carried to column 7 for treasury stock and a 
$50,000 credit to column 8 for paid-in surplus. When $25,000 stated 
value of treasury stock was sold to the public for $50,000, there was a 
credit of $25,000 to treasury stock and another credit of $25,000 to 
paid-in surplus. 12 Since this sale represents a transaction with outsiders 
amounting to $50,000, these two credits are carried to column 6 as 
sources of funds. A footnote to Table 11-1 indicates that they are com¬ 
bined, for purposes of the funds statement, into a single item: sale of 
common stock, $50,000. 

* Table 7-1, entry (4). 

• Table 8-1, entry (7). 

7 Table 7-1, entry (5). 

8 Table 8-1, entry (6). 

9 Table 7-1, entry (1). 

10 Table 7-1, entry (6). 

11 Table 7-1, entry (2). 

>» Table 7-1, entry (3). 
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Earned Surplus. The movement in earned surplus (net credit of $6,206) 
is shown in detail in Table 11-2. Surplus is affected by two types of 
entries: those recorded through profit and loss accounts and those entered 
directly. All but a few of the profit and loss entries represent external 
transactions and are therefore associated with uses (debits) or sources 
(credits) of funds. 

Profit on sale of securities is carried to column 6 as a source of funds 
because the securities were part of working capital, whose value was 
therebj' increased. The securities had been carried at $25,000 (cost value) 
among current assets, but S30,000 cash, also a current asset, was received 
for them. Thus there was a net increase in working capital of S5,000 
(a use of funds), whose contra-source is the profit. 

The treatment would have been different if the securities had not been 
part of working capital—if, for example, they had been an investment 
• in a subsidiary company or part of a bond sinking fund. In that case the 
source of funds would have been shown as a sale of securities at the 
market value (S30,000) instead of being divided into decrease in securities 
($25,000) and profit on their sale ($5,000). Increase in working capital, 
the contra-use, would have been $30,000, the full amount of cash received. 

The following profit and loss movements were entirely or partly 
internal. Maintenance expense ($600) was subject to equalization. Only 
$400 was paid to outsiders (column 5), while the remainder ($200) 13 
represents the excess of the credit to the equalization reserve over the 
amount actually expended. It is an internal transaction and is carried 
to column 7. Depreciation, also internal, is carried to column 7. Interest 
expense of $5,500 consists of three parts: (1) a payment of $2,500 cash, 14 
(2) incurrence of $2,500 accrued interest payable, 14 and (3) amortization 
of $500 bond discount. 15 The first two amounts were transactions with 
outsiders ($5,000 extended to column 5), but amortization is an internal 
transaction ($500 extended to column 7). 

Only two direct entries to surplus represent external transactions: 

i I , . . ^ was a theft of cash,' 6 and the dividend 

declaration. 17 These are carried to column 5. All appropriations of net 
worth reserves and write-offs of goodwill and organization expense are 
earned to column 7 as internal transactions. 

The column totals of Table 11-2 reveal that the net credit of $6,206 to 
earned surplus consists of sources of funds of $406,500, minus uses of 
funds of $349,200 and internal debits of $51,094. These totals are carried 
to lable 11-1 opposite the stub “earned surplus.” 

11 Table 7-5, entries (10) and (11). 

14 Table 8 - 1 , entry (5). 

14 Table 8-1, entry (6). 

14 Table 7-5, entry (13). 

17 Table 8-1, entry (8). 
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Table 11-2 

THE ADAMS CORPORATION 

Analysis of Earned Surplus for Business Accountant’s Statement of 

Funds,* Year Ended December 31, 1956 



(a) 

(6) 

(c) 


Recorded 

External 

Internal 


movements 

transactions 

transactions 


Debit 

Credit 

Uses 

4 V 

Sources 

Debit 

Credit 




(Dr.) 

(Cr.) 




(1) 

(2) 

(5) 

(6) 

(7) 

(8) 

Profit and loss entries:! 







Sales 


400,000 


400,000 



Cost of goods sold 

220,000 


220,000 




Wages and salaries 

40,000 


40,000 




Advertising 

10,000 


10,000 




Delivery 

5,000 


5,000 




Maintenance 

600 


400 


200 (9) 


Heat and light 

5,000 


5,000 




Insurance 

2,000 


2,000 




Depreciation 

4,625 




4,625(1) 


Taxes 

700 


700 




Loss on inventories 

2,600 


2,600 




Miscellaneous expenses 

13,000 


13,000 




Interest earned 


1,500 


1,500 



Profit on securities 


5,000 


5,000 



Interest expense 

5,500 


5,000 


500 (7) 


Loss on uncollectible accounts 

250 


250 




Profits tax 

15,000 


15,000 




Surplus appropriations: 







Sinking fund reserve 

8,000 




8,000 (10) 


Plant expansion reserve 

30,000 




30,000(11) 


Charge for extraordinary losses 

10,000 


10,000 




Write-offs: 







Goodwill 

6,770 




6,770 (3) 


Organization expense 

999 




999 (4) 


Dividend declaration 

20,250 


20,250 




Totals 

400,294 

406,500 







400,294 







6,206 

349,200 

406,500 

51,094 

- 


* Note that columns 3 and 4, covering working capital movement, are not included. 
Remaining columns are numbered to conform to Table 11-1. 
t From Table 8-1, columns 7 and 8. 
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Note that columns 7 and 8 of Table 11-1 have equal debits and credits. 
This is because both sides of all entries for internal transactions are 
included. For example, when depreciation was recorded, there was a debit 
to depreciation expense, offset by credits to allowance for depreciation 
for the different asset accounts. The debit to expense appears in column 
7 of Table 11-2 (whose totals are carried to Table 11-1), and credits to 
the allowance accounts are in column 8 of Table 11-1; both are identified 
by the number (1). Every other debit in column 7 is similarly identified 
by number with its contra-credit in column 8. 


Table 11-3 

THE ADAMS CORPORATION 

Business Accountant’s Statement of Sources and Uses of Funds, 

Year Ended December 31, 1956 


Sources of funds 

Net sales and other revenue $406,500 
Less: Current outlays for 
expenses, interest, etc. 318,950 

Net funds provided by profits $ 87,550 
Funds provided by financing: 

Bonds issued 95,000 

Common and preferred stock 125,000 
Total sources $307,550 


Uses of funds 

Loss through burglary $10,000 

Dividend declaration 20,250 

Bond sinking fund 8,000 

Fixed assets 35,000 

Organization expense 1,000 

Net increase in working capital 233,300 


Total uses $307,550 


The data in columns 5 and 6 of Tables 11-1 and 11-2 are combined in a 

summary statement of sources and uses of funds in Table 11-3. In this 

statement net sales and other revenue consist of the following profit and 
loss credits: 


Sales 

Interest earned 
Profit on securities 
Total 


$400,000 

1,500 

5,000 

$406,500 


Ourrent outlays for expense, interest, etc., cover the following profit and 


loss debits: 


Cost of goods sold 
Wages and salaries 
Advertising 
Delivery 
Maintenance 
Heat and light 
Insurance 
Taxes 

Loss on inventories 
Miscellaneous expenses 
Interest expense 
Uncollectible accounts 
Profits tax 

Total 


$220,000 

40,000 

10,000 

5,000 

400 

5,000 

2,000 

700 

2,600 

13,000 

5,000 

250 

15,000 

$318,950 
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Table 11-4 is a summary of changes in working capital (from Table 
11-1, columns 3 and 4), which normally accompanies the statement of 
funds. 

As was explained in Chapter 6, the statement of funds often reconciles 
net profit with net funds provided by profits. Accountants preparing it in 
this manner would enter net profits of S82.225 as a source of funds. To 
this they would add an adjustment for “depreciation, amortization, etc.” 
of $5,325. Together these come to $87,550 of net funds provided by 
profits (in Table 11-3). The “depreciation, amortization, etc.” consists of 
the internal profit and loss debits in Table 11-2, column 7 (maintenance of 
$200, depreciation of $4,625, and amortization of bond discount of $500). 

Table 11-4 

THE ADAMS CORPORATION 


Schedule of Working 

Capital, 

December 31, 1055 and 1956 


December 31 

Changes in 

working capital 


1955 

1956 

Increase 

Decrease 

Current assets: 

Cash 

§15,430 

$215,030 

$199,600 


Accounts receivable (net) 

3,500 

24,750 

21,250 


Inventories (net) 

7,000 

62,400 

55,400 


Accrued interest receivable 

— 

500 

500 


Prepaid insurance 

— 

2,000 

2,000 


Marketable securities 

Total current assets 

$25,930 

25,000 
$329,680 

25,000 


Current liabilities: 

Accounts payable 

$ 6,000 

$ 50,000 


% 44,000 

Notes payable 

12,500 

— 

12,500 


Accrued taxes 

500 

700 


200 

Accrued wages and salaries 

— 

1,000 


1,000 

Accrued interest payable 

— 

2,500 


2,500 

Dividend payable 

— 

20,250 


20,250 

Reserve for profits tax 

Total current liabilities 

Working capital 

Net increase in working capital 

$19,000 
$ 6,930 

15,000 

$ 89,450 
$240,230 

$316,250 

15,000 

233,300 

$316,250 


THE ECONOMIST’S STATEMENT OF FUNDS 

In Table 11-5, the transactions of the Adams Corporation are classified 
according to the principal categories of the economist's statement of 
funds. Financial flows (movements in asset claims, liabilities, and stock 
issues) are carried to columns 3 and 4 and nonfinancial flows (goods, 
services, and donations) to columns 5 and 6. Internal transactions, which 
are to be excluded from the statement, are entered in columns 7 and 8. 
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Totals of the latter two columns are equal, since both debit and credit 
aspects of all internal transactions are covered. 

The following comments on individual accounts should be helpful in a 
study of Table 11-5. 

Asset Accounts. Movements in cash, accounts receivable, accrued 
interest receivable, prepaid insurance, and bond sinking fund are all 
carried to column 3 as financial flows. 

Change in inventories is carried to column 5 because it reflects the 
purchase of real assets from outside transactors. Since flows of funds are 
recorded at current market prices, it is necessary to adopt the same 
inventory valuation adjustment that was calculated in connection with 
the income and product statement in Chapter 9. Thus the change in 
inventories is entered at average market value, S74.500, as shown in 
Table 9-6. The inventory valuation adjustment ($19,100) appears as two 
figures in column 8: a credit of $16,500 to balance out the “inventories” 
line and a credit of $2,600 to indicate that the allowance for loss is an 
internal transaction. 

The net debit of $25,000 to marketable securities covers the following 
movements. The Adams Store purchased $50,000 of securities 18 and later 
sold $25,000 of them for $30,000. 19 The net increase in marketable 
securities at cost value was $25,000, but the gross flows of funds on 
account of security transactions were an outflow (i.e., use) of S50,000 for 
the original purchase, and an inflow (i.e., source) of $30,000 for the sale 
at market value. The net use of funds on account of security transactions 
is therefore $20,000. This amount is extended to column 3. The remaining 
debit of $5,000 is an internal transaction recording the upward revalu¬ 
ation of the securities sold; it is extended to column 7. 

Gross expenditures on fixed assets (furniture and fixtures, delivery 
van, and $20,000 of the debit to building) are nonfinancial uses of funds, 
carried to column 5. The write-up of building ($15,000) and all allowances 
for depreciation, however, are internal transactions, extended to columns 
7 and 8. 

When Mr. Adams received the common stock of the Adams Corpo¬ 
ration, he acquired a financial claim of $100,000, but the net assets of 
the Adams Store had been valued on the books at only $73,230. 20 There 
was, in effect, an upward revaluation of net worth by $26,770, which was 
recorded as goodwill. At the end of the year $6,770 of this amount was 
written off against surplus. 21 Both transactions in goodwill were internal, 
and it is extended to columns 7 and 8 in its component parts, just as it 

" Table 7-1, entry (8). 

” Table 7-5, entry (9). 

* # Table 7-1, entry (1). 

11 Table 8-1, entry (7). 
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(c) 

Internal transactions 

Credit 

(8) 

16,500(2) 
2,600 (3) 

• 

600 (5) 

2,625 (5) 

1,400 (5) 
6,770(8) 
999 (9) 

31,494 

Debit 

(7) 

5,000 (4) 

15,000 (6) 

26,770 (7) 

o 

CD 

§ 

* 

si 

o 

f 

c 

! 

£ s 
• 

o 


1 

J 

w 5 
• 
k 

Q 

74,500 

8,000 

7,000 

20,000 

1,000 

§ 

ID 

O 

»-H 

(a) 

Financial flows 

Cr. (Sources) 

(4) 

250 

250 

Is 

5 g 

• 

k. 

Q 

199,600 

21,500 

500 

2,000 

20,000 

8,000 

251,600 

3i 

ii 

j i 
<§ - 

Credit 

(2) 

250 

2,600 

600 

2,625 

1,400 


Debit 

(1) 

199,600 

21,500 

58,000 

500 

2,000 

25,000 

8,000 

8,000 

7,000 

35,000 

20,000 

1 

384,601 



Assess 

Cash 

Accounts receivable 

Allowance for bad debts 
Inventories 

Allowance for loss 

Accrued interest receivable 
Prepaid insurance 

Marketable securities 

Bond sinking fund 

Furniture and fixtures 
Allowance for depreciation 
Delivery vans 

Allowance for depreciation 
Building 

Allowance for depreciation 
Goodwill 

Organization expense 

Totals to carry forward 


• From Table 10-2, column 3. 
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was in Table 11-1. Organization expense is also treated in the same way 
as in the business accountant’s statement. The SI net debit is divided 
into a (debit) external transaction of SI,000 (services of lawyers, etc., 
who participated in the incorporation) and S999 (credit) write-off. The 
former is carried to column 5, but the latter, an internal transaction, is 
entered in column 8. 

Liabilities and Stock Issues. The statements of funds published by the 
Federal Reserve Board are on a part-cash, part-accrual basis. As explained 
in Chapter 6, taxes are recorded in the year of payment rather than 
accrual, in order to accent the cash receipts of the government, which 
figure significantly in analyses of fiscal policy. Hence the liability for 
accrued taxes and the reserve for profits tax are carried to column 8 as 
internal transactions. Wages are also entered on a cash basis, not because 
this treatment is preferred, but because the Federal Reserve Board draws 
information from social security figures, which cover cash payments only. 
Movements in accounts payable, notes payable, dividends payable, and 
remaining accrued items, however, are carried to columns 3 and 4 as 
financial flows. 

During the year the Adams Corporation issued bonds with a face 
value of $100,000 at a discount of $5,000. 22 As in the business accountant’s 
statement, the source of funds from bond issue is entered as $95,000, the 
actual proceeds received. All entries relating to bond discount—the 
$5,000 when it was originally recorded and the $500 amortization at the 
end of the year 23 —are carried to columns 7 and 8 as internal transactions. 

Mr. Adams acquired the original issue of Adams Corporation common 
stock in exchange for his investment in the Adams Store, an unincorpo¬ 
rated enterprise. The bookkeeping entries recording this transfer were 
excluded from the business accountant’s statement of funds on the ground 
that they represent an internal reorganization of the net worth accounts 
rather than a flow of funds between the company and Mr. Adams, an 
outsider. In the economist’s statement, however, all distributions of net 
worth to owners of unincorporated enterprises are treated as nonfinancial 
flows, for statistical rather than theoretical considerations. 

Let us suppose that Company A, unincorporated, distributes earnings 
of $500 to Mr. A, its proprietor. The debit to net worth is a nonfinancial 
use of funds because it represents a payment for services of Mr. A’s 
capital (or perhaps his labor) rather than an extinction of his original 
investment. At a later date, let us suppose that Company A distributes 
$100,000 to Mr. A, not as earnings, but in liquidation. Theoretically, 
the decrease in net worth is this time a financial use of funds because it 
registers a flow of capital investment, which is a financial claim. 

22 Table 7-1, entry (5). 

22 Table 8-1, entry (6). 
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Unfortunately, it is not statistically possible to distinguish between 
distribution of earnings and liquidation of investment by unincorporated 
enterprises. Suppose a sole proprietor invests $5,000 in his company, 
which earns $600 in its first year of operations. At the end of that time he 
withdraws $750. Has he (a) withdrawn the earnings of $600 plus S150 
of his original investment, (6) withdrawn $750 of his original investment 
and left the S600 of earnings in the company, or (c) withdrawn, say, 
$400 (or some other figure) of the earnings and $350 of his investment? 
In the case of a corporation, such distinctions are easily made by separate 
accounting for stock and surplus. In sole proprietorships, however, all 
movements in net worth are ordinarily recorded in a single account. In 
another illustration, suppose that a sole proprietor works without a 
salary for his company but that during a given year he withdraws $1,600. 
Should this amount be considered compensation for his services (a non- 
financial flow) or reduction in his investment (a financial flow)? If the 
former, how can we be sure that his services were not actually worth 
more than $1,600, and that he was, in effect, investing the difference? 
In corporate accounts a stockholder’s salary would be charged to profit 
and loss, but the relationship of an unincorporated enterprise to its 
owners is often so intimate that no accounting system can differentiate 
among types of distribution. Perhaps arbitrarily, or perhaps in the belief 
that the greater part of distributions are for earnings, the Federal Reserve 
Board has decided to classify all withdrawals from unincorporated enter¬ 
prises as nonfinancial. 

The extinction of the Adams Store net worth of $73,230 is therefore 

treated as if Mr. Adams had received the common stock of the Adams 

Corporation as earnings or in return for other services. It is carried to 

column 5 as a nonfinancial use of funds. Since his “proceeds” were in the 

form of common stock, it is as if Mr. Adams had immediately reinvested 

them. The issuance of $100,000 common stock becomes a financial source 

of funds of $73,230 (column 4) and an internal transaction of $26,770 

(column 8), the amount by which it was revalued upward on account of 
goodwill. 


Shortly after he had received his common stock, Mr. Adams donated 

$50,000 of it back to the corporation. 2 * No real value was transferred 

however, for the “donation” represented only a bookkeeping transaction 

m which treasury stock was debited $50,000 and paid-in surplus credited 

with the same amount. These entries are carried to columns 7 and 8 as 
an internal transaction. 


*^nnn St ° Ck Valued St $25 ’ 000 was sold t0 «><= Public for 

*50,000 there was a financial source of funds of the latter amount 

represented by credits of *25,000 each to treasury stock and paid-in 
u Table 7-1, entry (2). H 
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surplus. 25 These are carried to column 4, and the table footnote indicates 
that they are to be combined as a single item for purposes of the state¬ 
ment of funds. 

The issue of preferred stock ($75,000) was made to the public for cash. 
It is carried to column 4 as a financial flow. 

Earned Surplus. The movement in earned surplus is shown in detail in 
Table 11-6. Most profit and loss entries represent external transactions 
and are carried to columns 5 and 6 as nonfinancial flows. Those extended 
to other columns are discussed below. 

Cost of goods sold ($220,000) is entered as a use of funds (column 5) 
of $203,500 and an internal transaction (column 7) of $16,500. The 
former amount reflects the year’s average price as calculated in Table 
9-6, and the latter is the inventory valuation adjustment. Total inventory 
valuation adjustment, as calculated in Chapter 9, is $19,100, and this 
amount is added to change in inventories and to profits in both the 
income and product statement and the statement of funds. The adjust¬ 
ment to profits affects two items in the profit and loss accounts. In the 
first place, the debit of $2,600 for loss on inventory fluctuations is 
eliminated (i.e., extended to column 7). In the second place, cost of goods 
sold is revalued downward $16,500 in order to reflect current market 
prices. 

As in the business accountant’s statement of funds, maintenance 
expense is divided into an external transaction of $400 (column 5), 
representing the purchase of services, and an internal transaction of $200 
(column 7), which is equal to the net increase in reserve for maintenance. 
Depreciation is also an internal transaction (column 7). Taxes of $700 
represent the amount accrued during 1956, whereas cash payments were 
only $500, covering 1955 taxes. For reasons already discussed, only $500 
is carried to column 5 as an external transaction. The remaining $200, 
which corresponds to the increase in tax accrual, is entered in column 7. 

The profit on sale of securities is an internal transaction. As was 
discussed in connection with the asset accounts, it is considered an up¬ 
ward revaluation of the securities sold, which are reported as sources of 
funds at the market value of their sale (rather than their cost value). 
Interest expense is divided into a debit of $5,000 in column 5 representing 
interest paid and accrued and a debit of $500 in column 7, covering 
amortization of bond discount. The loss on uncollectible accounts is 
entered provisionally in column 5 as a nonfinancial use of funds i.e., a 
donation to the debtor. This classification will be further examined at a 
later point in this chapter. 

The surplus appropriations (reserves for sinking fund and plant ex¬ 
pansion) and the write-offs of goodwill and organization expense are 

» Table 7-1, entry (3). 
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Table 11-6 

THE ADAMS CORPORATION 

Analysis of Earned Surplus for Economist’s Statement of Funds,* 

Year Ended December 31, 1956 



Recorded 

(*> 

(c) 


movements 

N on financial 

Internal 




flows 

transactions 


Debit 

Credit 

Dr. 

( Uses) 

Cr. 

( Sources ) 

Debit 

Credit 


(1) 

(2) 

(5) 

(6) 

(7) 

(8) 

Profit and loss entries:f 







Sales 

Cost of goods sold 

nn 

400,000 

203,500 

100,000 

16,500 (2) 


Wages and salaries 



39,000 


1,000(1) 


Advertising 

tffpjfBli. 


10,000 



Delivery 

5,000 


5,000 




Maintenance 

600 


400 


200 (15) 


Heat and light 

5,000 


5,000 



Insurance 

2,000 


2,000 




Depreciation 

4,625 



4,625 (5) 


Taxes 

700 


500 


200(10) 


Iajss on inventories 

2,600 




2,600 (3) 


Miscellaneous expenses 
Interest earned 

13,000 

1,500 

13,000 

1,500 



Profit on securities 

Interest expense 

Loss on uncollectible 


5,000 

5,000 


500(13) 

5,000 (4) 

accounts 

250 


250 




Profits tax 

Surplus appropriations: 

15,000 




15,000(11) 


Sinking fund reserve 

8,000 




8,000(16) 


riant expansion reserve 

30,000 




30,000(17) 


Charge for extraordinary loss 
Write-offs: 

10,000 


10,000 




Goodwill 

Organization expense 

6,770 

999 




6,770(8) 
999 (9) 


Dividend declaration 

20,250 


20,250 



Totals 

Net change in earned surplus j 

400,294 







6,206 

313,900 


86,394 

5,000 








foh.mn? ^ C ° 1 u mn J 8 ? and ?' covering fmancial flowa . are not included. Remaining 
columns are numbered to conform to Table 11-5. 6 

t From Table 8-1, columns 7 and 8. 
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internal transactions. The charge for extraordinary loss (on account of 
burglary) is entered as a nonfinancial flow—a “donation” to the burglar. 
The dividend declaration is an external transaction with the stockholders. 

Table 11-7 is an economist’s statement of funds for the Adams Corpo¬ 
ration, modeled after those published by the Federal Reserve Board. 
Figures for nonfinancial flows can be checked to columns 5 and 6 of 
Tables 11-5 and 11-6, and figures for financial flows to columns 3 and 
4. Note that, as a matter of convenience in presentation, net increases in 
liabilities are entered as sources of funds; thus a decrease in a liability 
(as in the case of bank loans) appears as a reduction in sources rather 
than a use. Likewise, increases in financial assets are entered on a net 
basis under uses of funds. 

Table 11-7 

THE ADAMS CORPORATION 

Economist’s Statement of Sources and Uses of Funds, Year Ended 

December 31, 1956 

Sources of funds Uses of funds 


Nonfinancial sources: 


Nonfinancial uses: 


Operating: 


Operating: 


Sales and receipts from 


Payroll 

39,000 

operations 

400,000 

Interest 

5,000 

Interest 

1,500 

Insurance premiums 

2,000 

Net increase in liabilities: 


Taxes 

500 

Bank loans 

-12,500 

Grants and donations 

10,000 

Trade debt 

66,750 

Other goods and services 

237,900 

Corporate securities 

293,230 

Other: 




Capital expenditures 

35,000 



Change in inventory 

74,500 



Dividends 

20,250 



Net withdrawals by 




proprietors 

73,230 



Net increases in financial 




assets: 




Currency and deposits 

199,600 



Trade credit 

23,750 



Corporate securities 

28,000 



Valuation adjustment 

250 

Total sources 

748,980 

Total uses 

748,980 


The following items on Table 11-7 represent combinations of figures ap¬ 
pearing on Tables 11-5 and 11 -6. Trade debt consists of the following items : 26 


Accounts payable $44,000 

Accrued interest payable 2,500 

Dividends payable 20,250 


Total $66,750 


«. Accruals have been included in trade debt and trade credits for the purposes of 
this statement because these appear to be the most suitable categories. In publications 
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Corporate securities on the “sources” side covers the following: 


Bonds payable $ 95,000 

Common stock 73,230 

Sales of treasury stock 50,000 

Preferred stock 75,000 

Total $293,230 


Other goods and services (in “nonfinancial uses”) consists of the follow¬ 
ing items: 

Organization expense 
Cost of goods sold 
Advertising 
Delivery 
Maintenance 
Heat and light 
Miscellaneous expenses 
Total 

Capital expenditures covers the following: 


Furniture and fixtures $ 8,000 

Delivery vans 7,000 

Building 20,000 

Total $35,000 

Trade credit ($23,750) covers the following items: 

Accounts receivable (net) $21,250 

Accrued interest receivable 500 

Prepaid insurance 2,000 

Total $23,750 


Corporate securities on the “uses” side covers marketable securities of 
$20,000 and bond sinking fund of $8,000. The valuation adjustment covers 
the debit to loss on uncollectible accounts, which was provisionally classi¬ 
fied in the worksheet as nonfinancial (a donation), but whose final treat¬ 
ment is discussed at greater length below. 

Treatment of Bad Debts. During 1956 the Adams Corporation recorded 
two "forced donations.” In the first place, it lost $10,000 in cash to a 
burglar. In the second place, recognizing that $250 of accounts receivable 
would probably never be paid, it charged this amount to loss on uncol¬ 
lectible accounts. The first of these transfers was entered under “ grants 
and donations” in the statement of funds, but the second was considered 

by the Federal Reserve Board, they are entered either as trade debt and credits or 
other assets and liabilities, or else they are omitted entirely. Exact treatment depends 
on the data available and on classifications adopted by different corporations in 
reporting to the Securities and Exchange Commission. 


$ 1,000 
203,500 
10,000 
5,000 
400 
5,000 
13,000 
$237,900 
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a valuation adjustment. One may well question whether the two treat¬ 
ments are consistent. 

Two factors affect the decision. The first is the theoretical question of 
whether the bad debt shall be treated as a “donation” in the year the 
allowance was credited, in the year in which the obligation was deter¬ 
mined to be worthless, or at some other date. The second is the practical 
question of whether data are available to prepare statements of funds for 
large sectors of the country on the basis of the theoretical treatment 
selected. 

Let us examine the theoretical question first. Conservatism in business 
accounting provides that a certain portion of accounts shall be considered 
uncollectible as of the moment the sale is made, and for that reason the 
allowance is credited. Loss on uncollectible accounts (the “donation”) is 
debited to profit and loss at that time rather than when the debt is 
subsequently defaulted. 

Let us assume that the accounts receivable of Company A appeared 
as follows on January 1 of a given year: 

Gross accounts receivable $500 

Less: Allowance for bad debts 25 

Net accounts receivable $475 

At the beginning of the year, before any additional credit had been 
granted, it was discovered that $20 of these accounts was worthless. 
After this had been charged off against the allowance (and credited to 
accounts receivable), the accounts appeared as follows: 

Gross accounts receivable $480 

Less: Allowance for bad debts 5 

Net accounts receivable $475 

For the sake of simplicity, let us suppose that the only other trans¬ 
actions during the year were sales of $200, all on credit, and that no 
payments were made. Thus gross accounts receivable increased to $680. 
The management felt that $35 of these would never be paid, so it increased 
the allowance from $5 to $35 by a debit of $30 to loss on uncollectible 
accounts. On December 31, the accounts appeared as follows: 

Gross accounts receivable $680 

Less: Allowance for bad debts 35 

Net accounts receivable $645 

If a donation to the delinquent debtor is assumed to occur when the sale 
is made, then the $20 write-off is not a donation of the current year but 
of some time during the past. On the other hand, the $30 charge to loss 
on uncollectible accounts is a donation currently made, and trade credits 
are entered in the statement of funds at their net movement of $170 
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(increase from $475 to $645). Under this assumption, the sources and 
uses of funds are as follows: 


Sources of funds Uses of funds 

Nonfinancial: Nonfinancial: 

Sales 200 Donations 30 

Financial: 

_ Net trade credits 170 

Total sources 200 Total uses 200 

If the donation is assumed to occur when the account is finally pro¬ 
nounced worthless, the anticipated loss of $30 becomes an internal book¬ 
keeping transaction. Trade credits are entered at their gross movement 
of $180 (from $500 to $680), the write-off of $20 appears under donations, 
and the statement of funds is as follows: 


Sources of funds Uses of funds 

Nonfinancial: Nonfinancial: 

Sales 200 Donations 

Financial: 

_ Gross trade credits 

Total sources 200 Total uses 

In fact, however, the precise moment of the donation is not known, 
for no one can guess at what instant the debtor decided he was unable 
(or unwilling) to pay. Indeed, it cannot be stated with certainty that the 
donation has occurred at all, for companies not infrequently make 
collections—perhaps many years later—on accounts already written off. 

Largely for this reason, the Federal Reserve Board straddles the issue 
in its published statements. The movement in trade credits is entered 
at net value, and estimated bad debts (i.e., amounts credited to the 
allowance and charged to profit and loss) become a valuation adjustment. 

The flow of funds described in the present illustration would appear as 
follows: 


20 

180 

200 


Sources of funds 
Nonfinancial: 

Sales 

Total sources 


U ses of funds 

Financial: 

200 Trade credits 

Valuation adjustment 
200 Total uses 


170 

30 

200 


A valuation adjustment indicates that some item or items in the state¬ 
ment should be revised by the amount indicated but that it is not known 
which ones. If one considers that the donation occurred when the sale 
was made, the entire valuation adjustment should be added to donations, 
il, on the other hand, one considers that the donation occurred when the 
account was written off, then $20 of the valuation adjustment should be 
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added to donations and $10 to the movement in trade credits. If one 
considers that the donation occurred at another time, another division 
of the adjustments is in order. 

One may ask why the Federal Reserve chooses to enter net movement 
of trade credits (S170) with valuation adjustment of $30, rather than 
gross movement ($180), with valuation adjustment of $20. This is a 
matter of indifference and depends on data available. Information on 
net movement in accounts receivable comes from Securities and Exchange 
Commission reports and certain other sources. The charge to profit and 
loss for uncollectible accounts ($30) is obtained from tabulations of tax 
returns, since amounts so charged are allowed as profits tax deductions. 
Data on gross movements in accounts receivable and debts charged 
against the allowance, on the other hand, are not known to compilers of 
the flow-of-funds accounts. 


PROBLEM 

Prepare statements of sources and uses of funds, in the form of both the business 
accountant and the economist, covering the transactions of the Blake Corporation 
for the year ended December 31, 1956. 



CHAPTER 12 


ACCOUNTING FOR UNIT COST 


Cost accounting deals with the scientific calculation of cost of goods 
manufactured. We have not encountered it earlier because the Adams 
Corporation was a trading company, which sold the same physical goods 
it had purchased. In the present chapter we shall study the accounts of 
a company purchasing materials from other producers for manufacture 
into a different product. 

Unlike expense, accounting statements do not identify cost with any 
time period. The cost of goods or services is measured by the value 
expended (either decrease in an asset or incurrence of a liability) for 
their acquisition. An expense, on the other hand, records their consump¬ 
tion. A balance sheet that values real assets at cost does not usually 
indicate the year they were acquired, but their expense is debited to 
profit and loss of the period in which they are consumed. The cost of 
inventories becomes an expense when their value is debited to cost of 
goods sold. The cost of a fixed asset is debited to expense (through 
depreciation) over the period of its life. Land (which is not subject to 
depreciation) is the only cost that does not ultimately become an expense. 

Cost accounting has fundamental implications for both the businessman 
and the economist. It gives the businessman an insight into the profit¬ 
ability of certain lines of product, and it opens the door to analytical 
investigations, such as time and motion studies, intended to improve 
efficiency of operation. Furthermore, it sheds light on the all-important 
distinction between costs that add value to assets and those chargeable 
directly to profit and loss. 


To the economist, cost accounting is a tool for testing theories of the 
combination of factors of production and the relationship between costs 
and prices. He has been told, for example, that an enterprise combines 
xactors so that the marginal revenue product of each is equal. He has 
also learned that the optimum point of output is that at which marginal 
revenue and marginal cost are equal. 

Much to his consternation, however, the student of economics may 
discover that businessmen do not often think in terms of the marginal 
theory but have an entirely different terminology. They are usually 
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more concerned with the “break-even” point than they are with the 
optimum point, and unit cost is more significant to them than marginal 
cost. Few economists have studied equilibrium theory without seriously 
questioning whether the businessman actually bases his actions on the 
variables that the theories say he should. If he does not, is it because he 
does not know what marginal costs or marginal revenues are? Is it 
because there is something wrong with the reasoning of economists? 
Or is it because businessmen have not awakened to the value of economic 
theory? 

Since the businessman’s chief sources of information on costs are his 
accounting system and engineering estimates, the economist who has 
pondered these weighty questions may have more than idle curiosity 
concerning cost accounts. However, let us not permit the reader to 
expect an unveiling of all mysteries in this chapter. Instead, the discussion 
is intended only to supply some of the tools with which further thinking 
may be done. 

A manufacturing concern has a wider range of costs than an enterprise 
engaged solely in trading. Inventory cost of the Adams Corporation was 
confined to finished products, but the Ace Manufacturing Company of the 
present chapter purchases raw materials and labor to work on them, and 
has costs of heat, light, power, and depreciation necessary in the creation 
of finished goods. All these costs are debited originally to inventory and 
transferred to profit and loss when goods are sold. The company also 
has costs not related to physical production. These are the expenses 
of administrative offices, keeping the books, advertising, salaries of sales 
forces, excise taxes, and the like. All these are debited to profit and los$ 
in the period in which they are incurred. 

COST OF GOODS MANUFACTURED 

In Table 9-1, the cost of goods sold of the Adams Corporation was 
presented as follows: 


Inventory, Jan. 1, 1956 $ 7,000 

Purchases during the year 278,000 

Total $285,000 

Less: Inventory, Dec. 31, 1956 65,000 

Cost of goods sold $220,000 


Each of these figures is a cost: cost of an inventory on hand at a given 
time, cost of goods purchased during the year, or cost of goods sold. 
Only the latter is also an expense, since only it is debited to profit and loss. 

In the accounts of a manufacturing concern, a new item, “cost of 
goods manufactured,” substitutes for “purchases” in the above state- 
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ment. Let us suppose that within a given year an enterprise both started 
and finished the manufacture of 1,000 units of merchandise, at a total 
cost of $5,000 (unit cost $5). In addition, it started to manufacture 500 
units more, but on December 31 each of these was only half-completed, 
at a total cost of $1,250 (unit cost for half completion $2.50). Total cost 
to manufacture during the year is $6,250, but cost of goods manufactured 
covers only the finished goods of $5,000. This information is expressed 
as follows: 


Cost to manufacture $6,250 

Less: Work-in-process inventory, Dec. 31 1,250 

Cost of goods manufactured $5,000 

In a different sequence of events, let us suppose that on January 1 the 
enterprise had on hand 400 units of merchandise two-fifths completed, 
at a cost of $800 (unit cost for two-fifths completion $2) and that during 
the year it completed manufacture of these goods at a further cost of 
$1,200 (unit cost for the remaining three-fifths completion $3), or a 
total unit cost of $5. The total value of goods completed during the year 
is $2,000 (400 units at $5), but the cost to manufacture is only $1,200. 
This information is expressed as follows: 

Work-in-process inventory, Jan. 1 $ 800 

Cost to manufacture 1,200 

Cost of goods manufactured $2,000 

If both sets of events happened, the two statements are combined into 
the following: 


Work-in-process inventory, Jan. 1 
Add: Cost to manufacture 
Total 

Less: Work-in-process inventory, Dec. 31 
Cost of goods manufactured 


$ 800 
7,450 

$8,250 

1,250 

$7,000 


The above statement says the following: The enterprise started the 
year with unfinished work on which $800 of cost had previously been 
apphed. Dunn g the year it expended $7,450 in manufacturing costs. 

ti ono f ent , d0eS DOt Say S0 ’ but the $7 ’ 450 is broken down a* Allows: 
Y’l V 0 c ° m P lete the g ood8 on hand January 1, $5,000 for goods both 
started and completed during the year, and $1,250 for goods started but 

not finished before December 31.) Inventories valued at $8,250 were 
either in process at the beginning of the year or begun during the year. 
At the end of the year, however, only $1,250 was in procesl. The re- 

Std od ^ C ° mpleted dUling the year “d transferred to 
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Cost to manufacture (sometimes called manufacturing cost) is the 
amount of cost expended during a given year (or other accounting 
period). Cost of goods manufactured is the cost of goods finished during 
the year; it may have been expended during the current or previous years. 

The cost of goods manufactured of $7,000 in the above illustration 
consists of 1,400 units at $5. Let us now assume that the enterprise had 
600 units of finished goods on hand January 1, each one of which had 
also cost So and whose total cost is therefore $3,000. During the year 
it sold 1,700 units, and cost of goods sold was 1,700 times $5, or $8,500. 
Since 600 units were on hand January 1, 1,400 more finished during the 
year, and 1,700 sold during the year, the inventory on December 31 was 
300 units (600 plus 1,400 minus 1,700) at a total cost of $1,500. These 
data are expressed in the following statement of cost of goods sold: 


Inventory, Jan. 1 

S 3,000 

Cost of goods manufactured 

7,000 

Total goods available for sale 

$10,000 

Less: Inventory, Dec. 31 

1,500 

Cost of goods sold 

$ 8,500 


The student should now refer to the cost of goods sold statement of the 
Adams Corporation at the beginning of this section. He will notice that 
the stubs of the statement above are identical to it except that “cost of 
goods manufactured" takes the place of “purchases." 

The cost of goods sold statement may be expanded to include that of 
cost of goods manufactured. In that case the total statement appears as 
follows: 


Cost of goods sold: 

Finished goods inventory, Jan. 1 $ 3,000 

Add cost of goods manufactured: 

Work-in-process inventory, Jan. 1 $ 800 

Cost to manufacture 7,450 

Total $8,250 

Less: Work-in-process inventory, Dec. 31 1,250 7,000 

Total goods available for sale $10,000 

Less: Finished goods inventory, Dec. 31 1 >500 

Cost of goods sold $ 8,500 


Cost to manufacture (and consequently cost of goods manufactured) 
is divided into three parts: (1) materials, (2) direct labor, and (3) over¬ 
head. Material cost covers all raw materials and parts purchased from 
other producers. Direct labor consists of wages paid to those who work 
directly on the product. The direct laborer pounds nails or fits parts 
together, or he feeds materials into a machine or wields a paintbrush. 
He is distinguished from the indirect laborer who, although contributing 
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to the asset value of goods in manufacture, does not himself work directly 
on the product. He is the foreman or the maintenance man who services 
the machines, or the janitor or nightwatchman in the factory. Indirect 
labor is included in overhead, which covers all factory costs that cannot 
be directly assigned to specific units of product. In addition to indirect 
labor, overhead covers heat and light, depreciation of machinery, oil to 
keep the wheels running, taxes on factory property, and the like. 

As a passing remark, it should be noted that a manufacturing enter¬ 
prise has three types of labor. Direct and indirect labor are both parts 
of cost to manufacture, since they both add value to inventories. The 
third type covers administrative workers, bookkeepers, salesmen, and 
others whose wages and salaries are debited to profit and loss accounts. 

Let us suppose that a given enterprise uses one unit of raw material, 
valued at Si, and a half-hour of direct labor, valued at S0.50, in the 
production of each unit of finished goods. The direct cost, which consists 
of materials and direct labor, amounts to $1.50 per unit. Assuming 
constant prices, the direct costs vary in proportion to the number of units 
manufactured. If 600 are produced, direct cost is $900; if 1,000, it is 
$1,500, and so on. Let us further suppose that in a certain year the 
enterprise manufactured 1,000 units (direct cost, $1,500), and that its 
overhead was $2,000. Unit cost of overhead is $2 (i.e., $2,000 divided by 
1,000 units). The total unit cost of goods manufactured is $3.50 of 
which $1.50 is direct and $2 indirect cost. 

The discussion in this section is intended only as a brief introduction 
to the type of information appearing in the accounts of manufacturing 
concerns. The various accounting implications are amplified in the follow¬ 
ing section through the transactions and entries of the Ace Manufacturing 


EXAMPLE 

The Ace Manufacturing Company was already in operation at the 
beginning of 1956. Its financial condition on December 31 1955 is 
shown on the balance sheet in Table 12-1. Since the company is onl’y a 
mythical corporation, conjured up to explain the flow of costs in a 
anufacturmg enterprise, its balance sheet is not so elaborate as might 

deckedouf th Me ' ItS habiUty and n6t W ° rth accounts are not 
decked out with various reserves; it lacks intangible assets, bond discount 

Adams T f tT com P lexities that P^gued the student of the 

ma?^i } CorpoT * Uon - But * d oes have a full set of inventories of raw 

m Pr ° CeSS ’ and finished goods : and is to these inven¬ 
ts fire.^ he C ° StS that aff6Ct the “’ tHat the preS6nt mus tration directs 

The company produces a finished good known as an ace, a product as 
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mythical as the enterprise manufacturing it. Each ace requires one unit 
of raw material, S6 of direct labor, and S3 of overhead. To simplify the 
illustration (without any sacrifice of principles), we shall assume through¬ 
out this problem that the prices of direct labor and overhead remain 

Table 12-1 

THE ACE MANUFACTURING COMPANY 
Balance Sheet, December 31, 1955 
(In thousands of dollars) 

Assets 

Current assets: 


Cash 

S 100 

Accounts receivable 

$500 

Less: Allowance for bad debts 

20 480 

Inventories: 


Raw materials 

$ 62 

Work in process 

78 

Finished goods 

20 160 

Total current assets 

$ 740 

Fixed assets: 


Furniture and fixtures 

$300 

Less: Allowance for depreciation 

15 $ 285 

Machinery and equipment 

$500 

Less: Allowance for depreciation 

100 400 

Factory building 

$500 

Less: Allowance for depreciation 

100 400 

Total fixed assets 

1,085 

Total assets 

$1,825 

Liabilities and Net Worth 


Current liabilities: 


Accounts payable 

$ 100 

Accruals 

250 

Total current liabilities 

$ 350 

Net worth: 


Common stock 10,000 shares authorized, issued, and outstanding $1,000 

Earned surplus 

475 

Total net worth 

1,475 

Total liabilities and net worth 

$1,825 


constant, and techniques of production do not change. However, the 
price of raw materials will vary from $1 to $3 a unit; and with it the 
price of final product (including direct labor and overhead) from $10 
to $12. 

On Table 12-1, the raw materials inventory of $62,000 consists of 
31,000 units at $2. Finished goods ($20,000) consist of 2,000 aces at a 
unit cost of $10 (raw material $1, direct labor $6, and overhead $3). 
The work in process ($78,000) consists of 12,000 units of raw material 
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at $2 that have passed through half the productive process. Although 
the full complement of raw material is included, labor and overhead have 
been only 50 per cent applied. The unit cost of labor for the half-completed 
ace is S3 (instead of $6 for the completed ace) and that of overhead 
SI.50 (instead of S3 for the completed ace). A schedule of work in process 
on December 31, 1955, follows: 

Raw materials, 12,000 units at $2 $24,000 

Direct labor: 

12,000 units 50% complete 

(labor rate $6 per completed unit) 36,000 

Overhead: 

12,000 units 50% complete 

(overhead rate $3 per completed unit) 18,000 

Cost of work in process $78,000 

The transactions of the Ace Manufacturing Company in 1956 are 
described below. As in the case of the Adams Corporation, the entries, 
together with a discussion, appear as soon as the transactions have been 
described and they are recapitulated in a worksheet (Table 12-2). 

Transaction (1). The company purchased 65,000 units of raw materials 
at a price of S3 each, on account. 

Entry (1). The value of materials acquired (Si 95,000) is debited to 
raw materials inventory, with contra-credit to accounts payable. 

(1) Raw materials inventory 195,000 

Accounts payable 195,000 

Transaction (2). The company put 60,000 units of material into process. 

Entry (2). Putting material into process requires its transfer from the 
stock room into the factory, where manufacture takes place. Before the 
present transfer, the stock room contained 96,000 units of raw material, 
as follows: 


31,000 units on hand Jan. 1, at a cost of $2 each 

- 65 ’ 000 units Purchased during year [entry (1)), at a cost of $3 each 

96,000 units, total 


$ 62,000 
195,000 
$257,000 


Since the company uses the fifo (first in, first out) basis, it assumes that 
the 60,000 units put into process consist of the 31,000 on hand January 1, 
plus 29,000 of those purchased during the year, as follows: 


31,000 units at $2 $ 62,000 

29,000 units at $3 87,000 

60,000 units, total $149,000 


The entry is a credit to raw materials inventory of $149 000 (which 
is decreased by that amount) and a debit to work-in-process inventory 
(which is correspondingly increased). If the student turns the pages 
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ahead to Table 12-2, however, he will discover that the work-in-process 
inventory in the worksheet is divided into materials, direct labor, and 
overhead, and that overhead is further subdivided into the type of costs 
involved. These subdivisions enable us to keep track of the various costs 
entering the work-in-process account and leaving it when the units 
concerned are completed. Therefore the §149,000 is entered as a debit 
to materials in process, with a credit to raw materials inventory. 

(2) Materials in process 149,000 

Raw materials inventory 149,000 

Transaction (3). Cost of wages and salaries during the year was as 
follows: 


Direct labor $390,000 

Indirect labor 40,000 

Administrative salaries 100,000 

Salaries of sales force 75,000 

Total $605,000 


Although §605,000 represents the cost of wages and salaries, in fact 
§610,000 was disbursed. The remaining §5,000 served to decrease accrued 
wages payable of the preceding year. 

Entry (3). The two types of labor—direct and indirect—that add value 
to the product are debited to the proper subdivisions of work in process. 
The direct labor cost of §390,000 is entered as direct labor in process, 
while the indirect labor is debited to overhead in process. In Table 12-2, 
transactions in overhead in process are subdivided into their various parts, 
and it should be noted that indirect labor is entered accordingly. 

The remaining two types of salaries, amounting to §175,000, are debited 
to a profit and loss account (wages and salaries). Finally, $5,000 is 
debited to accruals, to record the reduction in accrued wages payable. 


The credit of §610,000 is entered in cash. 

(3) Direct labor in process 390,000 

Overhead in process (indirect labor) 40,000 

Wages and salaries 175,000 

Accruals 5,000 

Cash 610,000 


Transaction (4). Maintenance costs of §35,000 and electricity costs of 
$30,000 were paid in cash. Both applied to work taking place in the 
factory rather than in the administrative offices. 

Entry (4). In real life, there would be many more overhead costs, but 
these are sufficient for an understanding of the problem. Since electricity 
and maintenance were part of the manufacturing process, they add 
value to the product. They are debited to overhead in process. The credit 
is to cash. 
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Overhead in process (maintenance) 35,000 

Overhead in process (electricity) 30,000 

Cash 65,000 


Transaction (6). Depreciation was recorded as follows: 10 per cent of 
machinery and equipment, 10 per cent of furniture and fixtures, and 
5 per cent of factory building. Half the furniture and fixtures is located 
in the administrative and selling offices, but the other half, and all the 
other fixed assets, are devoted to manufacture. 

Entry (5). Depreciation of fixed assets devoted to manufacture is a 
part of overhead (which is added to the value of inventories). Depreciation 
of assets used in the selling and administrative end of the business, 
however, is debited to depreciation expense, a profit and loss item. The 
depreciation chart follows: 


A sset 

Cost value 

1 

1 

Rale, 
per cent 

Depreciation 

Overhead 

Expense 

Furniture and fixtures 

S 300,000 

10 

S15.000 

815,000 

Machinery and equipment 

500,000 

10 

50,000 


Factory building 

500,000 

5 

25,000 


Totals 

SI,300,000 


890,000 

815,000 


(5) Overhead in process (depreciation) 90,000 

Depreciation expense 15 000 

Allowance for depreciation—furni¬ 
ture and fixtures 30,000 

Allowance for depreciation—machin¬ 
ery and exponent 50,000 

Allowance f6V depreciation—factory 
building 26,000 


Transaction ( 6 ). During the year 70,000 aces were completed and 
transferred to finished goods inventory. All aces still in process on 
December 31 were 50 per eeht complete. 

Entry ( 6 ). At the beginnitlft of the problem it was stated that unit 
costs of direct labor ($6 per finished ace) and overhead ($3 per finished 
ace) would not vary. In real life such an assurance cannot be given nor 
can the accountant know in advance exactly what the component costs— 
and therefore the total unit cost—of a finished product will be. Though 
we expect to live up to our promise concerning the stability of labor and 
overhead costs, let us pause at this moment to show how they are com¬ 
puted. Calculation of unit cost is essential when goods are transferred 

* nished soods “ventory, m order to know the 
value at which to record the transfer. 
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The unit cost of the 70,000 aces completed is divided into its three 
component parts—material, direct labor, and overhead—as follows: 

1. materials. 12,000 units were in process at the beginning of the year 
at a unit material cost of $2. During the year 60,000 more were put into 
process, and of these (according to the fifo principle) 31,000 were recorded 
at S2 per unit and 29,000 at S3 per unit (entry (2)]. At the present time 
70,000 units are completed, and we must calculate the unit cost of the 
materials component of these. 

Again we shall use the fifo method. We assume that the first 43,000 
units completed contained the materials costing $2 a unit. In other 
words, they contain the 12,000 units of materials already in process at 
the beginning of the year at a unit material cost of S2 plus the 31,000 
units put in process at S2 according to entry (2). The remaining 27,000 
units started to use the S3 materials. Therefore the unit and total costs 
of materials for the 70,000 units completed are as follows: 


Units 

Unit cost 

Total cost 

43,000 

$2 

$ 86,000 

27,000 

3 

81,000 

70,000 


$167,000 


2. direct labor. The total cost of direct labor during the year was 
$390,000. Accounting for unit cost, however, is complicated by the fact 
that this labor was applied unevenly to the aces in process. It (a) com¬ 
pleted the manufacture of 12,000 aces in process on January 1, which 
had been 50 per cent finished in the preceding year, (6) completed 
58,000 more aces (for a total of 70,000) that were both begun and com¬ 
pleted during the year, and (c) began work on some more aces that were 
still in process, 50 per cent completed, at the end of the year. We have 
not been told how many aces were in process on December 31, but we 
can compute that easily. If we add 12,000 aces in process January 1 
and 60,000 put into process during the year [entry (2)], and subtract 
70,000 that were completed, we discover that 2,000 remained in process 
at the year end. 

Despite the fact that more labor was applied to some units than to 
others during the year, the unit cost may be calculated by what is 
known as the “equivalent" method. This method reasons as follows: 

a. The 12,000 units in process on January 1 were already 50 per cent 
complete. The remaining 50 per cent of direct labor and overhead was 
added during the year. Labor required for 50 per cent completion of 
12,000 units is equivalent to the labor required for 100 per cent completion 
of 6,000 units. 
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b. The 58,000 units both begun and finished in 1956 had 100 per cent 
of their labor done during the year. 

c. The 2,000 units in process on December 31 were 50 per cent complete. 
Labor applied to them was equivalent to the labor necessary for 100 per 
cent completion of 1,000 units. 

d. The equivalent production of labor is 65,000 units during the year 
(6,000 plus 58,000 plus 1,000). In other words, if instead of doing part 
work on some aces (those that were in process January 1 and December 
31) the same labor had been applied only to aces both begun and finished 
during the year, 65,000 would have been manufactured. 

The unit cost of labor is found by dividing the debit to labor in process, 
$390,000, by the 65,000 units of equivalent production. The result is 
$6. Actually, however, 70,000 units were completed. The value of the 
direct labor component of these units is 70,000 times $6, or $420,000. 

3. overhead. The unit cost of overhead is also calculated by the 
equivalent method. The overhead required for 50 per cent manufacture 
of 12,000 units in process January 1, 100 per cent manufacture of 58,000 
units during the year, and 50 per cent manufacture of 2,000 units still 
in process on December 31, is considered (as in the case of direct labor) 
equivalent to the amount of overhead required for 100 per cent manu¬ 
facture of 65,000 units. 

Total overhead during the year cost $195,000, consisting of $35,000 
maintenance, $30,000 electricity, $40,000 indirect labor, and $90,000 
depreciation. If $195,000 is divided by 65,000 units of equivalent pro¬ 
duction, the result is a unit overhead cost of $3. The total overhead 
cost of goods completed during the year is 70,000 times $3, or $210 000. 

The total cost of the 70,000 units completed is the sum of the materials 
direct labor, and overhead costs, as follows: 


Materials 
Direct labor 
Overhead 
Total 


4167,000 

420,000 

210,000 

*797,000 


The entry to cover the completion of 70,000 units is a debit to finished 

go s inventory of $797,000 and credits to the various subdivisions of 
work in process, as follows: 


( 6 ) 


Finished goods inventory 
Materials in process 
Direct labor in process 
Overhead in process 


797,000 


167,000 

420,000 

210,000 


oflLl C ° St ° f 70 '° 00 aC03 * ‘he sum of unit costs 

Of the three component parts. We calculated above that the unit cost of 

materials was *2 for 43,000 aces and *3 for 27,000, while diScUaborti 



188 


INDIVIDUAL ENTERPRISE ACCOUNTS 


S6 and overhead S3 for each of the 70,000 units. Total unit cost is there¬ 
fore SI 1 for 43,000 aces and $12 for the remaining 27,000. 

Transaction (7). During the year 64,000 aces were sold at a price of 
$20 each, all on account. 

Entry (7). The entry is in two parts. In the first place, we must credit 
sales, a profit and loss account, with total selling value, or $1,280,000 
($20 times 64,000). The contra-debit is to accounts receivable. 

(7 a) Accounts receivable 1,280,000 

Sales 1,280,000 


In the second place, we must debit profit and loss for cost of goods 
sold, with a contra-credit to finished goods inventories. Cost of goods 
sold is the unit cost times the number of units sold (64,000). But finished 
goods inventory consisted (before the sale) of aces produced at three 
different unit costs. At the beginning of the year there were 2,000 finished 
aces on hand at a cost of $10 (see Table 12-1), and during the year the 
company produced 43,000 aces at a unit cost of $11 and 27,000 at a 
unit cost of $12 [see entry (6)]. 

Again we shall use the fifo method. We assume that the 64,000 units 
sold included the 2,000 on hand at the beginning of the year and the 
43,000 manufactured at a cost of $11. The remaining 19,000 were taken 
from the 27,000 at $12. Cost of goods sold is calculated as follows: 


Units 

Unit cost 

Total cost 

2,000 

sio 

S 20,000 

43,000 

11 

473,000 

19,000 

12 

228,000 

64,000 


$721,000 


The total of $721,000 is debited to cost of goods sold and credited to 
finished goods inventory. 

(76) Cost of goods sold 721,000 

Finished goods inventory 721,000 


Transaction (8). Accounts receivable of $1,350,000 were paid. 
Entry (8). This entry involves no new principle. 


(8) Cash 

Accounts receivable 


1,350,000 

1,350,000 


Transaction (9). Accounts payable of $200,000 were paid. 
Entry (9). This entry also involves nothing new. 


(9) Accounts payable 

Cash 


200,000 

200,000 
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These nine entries, which cover all the transactions of the Ace Manu¬ 
facturing Company in 1956, are posted to the worksheet in Table 12-2. 
Just as in the illustrations of the preceding chapters, cross additions are 
made to the appropriate profit and loss and balance sheet columns. The 
excess credits over debits in profit and loss accounts indicates that the 
company earned a net profit of 8369,000, which is a balancing debit in 
the profit and loss columns and a balancing credit in the balance sheet. 


Table 12-2 

THE ACE MANUFACTURING COMPANY 

Worksheet of Transactions, Year Ended December 31, 1950 

(In thousands of dollars) 



Culi 


Accounts receivable 

Allowance for bad debts 
Inventories: 

Raw materials 
Work in process: 

Materials 
Direct labor 
Overhead: 

Total 

Maintenance 
Electricity 
Indirect labor 
Depreciation 
Finished Roods 
Furniture and fixtures 
Allowance for depreciation 
Machinery and equipment 
Allowance for depreciation 
Factory building 

Allowance for depreciation 
Accounts payable 
Accruals 
Common stock 
Earned surplus 
Sales 

Coat of goods sold 
Wages and salaries 
Depreciation 
Net profit 
Totals 


Balance 

sheet 


( 1 ) ( 2 ) 


100 


1.000 

475 


Transactions 

Dr. 

Cr. 

(3) 

(4) 

1.350 (8) 

H 

1.280 (7a) 

1.350 (8) 

195(1) 

149 (2) 

149 (2) 

107 (G) 

390 (3) 

420 (G) 

195 

210(0) 

So (4) 
30 (4) 
40 (3) 
90 (5) 
797 (6) 

721 (76) 


30 (5) 


50 (5) 


25 (5) 

200 (9) 

195(1) 

5(3) 

1.280 (7a) 

721 (76) 
175 (3) 


15(5) 


5,472 

5.472 


Profit 

and loss 


Balance 

sheet 

Dec. 31. 1966 


Cr. Dr. Cr. 

(5) (0) (7) (8) 





125 
95 
245 
1,000 
475* 


1.280 


369* 


“ v,v “ 13 | 2.000 


* Earned eurplus at December 31, *844 thoueand, ie the eum of theeo two figures. 
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As soon as he has studied Table 12-2, the student should turn to Table 
12-3, which shows the flow of inventory costs through the productive 
process of the Ace Manufacturing Company. This is a particularly 
important table, because the student who can trace the various flows, 
both in units and in total cost, proves his understanding of the principles 
of unit costing explained earlier in this chapter. 

The following points will assist in the examination of Table 12-3. 
The student should observe that: 

1. In all inventories, amount on hand January 1 plus “transfers in” 
minus “transfers out” equals amount on hand December 31. 

2. Total costs of inventories on hand on January 1 and December 31 
can be checked to the balance sheets on Table 12-2. 

3. “Transfers in” and “transfers out” can be checked to the entries 
recorded in the transactions columns of Table 12-2. 

4. “Transfers out” of raw materials inventory are the same as “trans¬ 
fers in” for materials-in-process inventory. 

5. “Transfers out” of the three subdivisions of work in process are 
the same as “transfers in” for the corresponding subdivisions of finished 
goods inventory. 

6. “Transfers out” of finished goods are equal to cost of goods sold 
in the profit and loss columns of Table 12-2. 

7. The fifo principle of inventory valuation can be detected in the 
“transfers out.” 

8. It is possible to know at all times the unit cost of each of the three 
component parts (materials, direct labor, and overhead) separately for 
both work-in-process and finished goods inventories. 

In the profit and loss statement (Table 12-4), particular attention 
should be centered on cost of goods sold. Cost of goods sold equals the 
inventory of finished goods on January 1, plus the cost of goods manu¬ 
factured (i.e., completed) during the year, minus the inventory of 
finished goods on December 31. The cost of goods manufactured is equal 
to work in process on January 1 plus the cost to manufacture during the 
year, minus the work in process on December 31. If the student does not 
understand the logic of this presentation, he should review^ the earlier 
section of this chapter entitled “cost of goods manufactured.” 

In Table 12-5 the relationship between the business accountant’s profit 
and loss statement and the social accountant’s statement of income and 
product is traced. The basic information for both statements comes from 
Table 12-2. The first two columns of Table 12-5 list the profit and oss 
accounts appearing in Table 12-4. The only income item is sales, which 
is entered as a credit in column 2; all expense items are on the debit 
side in column 1. Inventory of work in process at the beginning of the 
year, which is added to manufacturing cost in Table 12-4, is carried as a 



Table 12-3 

THE ACE MANUFACTURING COMPANY 
Flows of Inventories, Year Ended December 31, 1956 
(All figures except unit costs in thousands) 



191 


. O 

— c 

o 3 

3 ti 

cd c 

* a 


& (- 
a s 


ill 

H :lJ 


ill 

uk O 

b U (h 

QO 


■x * 

JU-JU-sS 

fl P 

o'"'’*"' © w £-r- 


CJWWcSwiS 2 

■ . . _ 


V •* 
■*§ 

« cr 
© * 

c era 
WWW 







































































192 


INDIVIDUAL ENTERPRISE ACCOUNTS 


debit in Table 12-5, and that at the end of the year, which is subtracted 
from manufacturing cost in Table 12-4, is carried as a credit. Likewise, 
inventory of finished goods at the beginning of the year, which is added 
to cost of goods manufactured in Table 12-4, is carried as a debit in 
Table 12-5, and that at the end of the year, which is subtracted from 
cost of goods manufactured in Table 12-4, is carried as a credit. The first 
five debits in column 1 of Table 12-5, minus the two credits for closing 
inventories in column 2, equal cost of goods sold ($721,000). 

Tabus 12-4 

THE ACE MANUFACTURING COMPANY 
Profit and Loss Statement, Year Ended December 31, 1956 

(In thousands of dollars) 

Sales 81,280 

Cost of goods sold: 

Inventory of finished goods, Jan. 1 §20 

Add cost of goods manufactured: 


Work in process, Jan. 1 

Materials put in process 

$149 

878 

Direct labor 

390 


Overhead 

195 


Cost to manufacture 


734 

Total 


8812 

Less: Work in process, Dec. 31 


15 


Cost of goods manufactured 

797 


Total available for sale 

8817 


Less: Inventory of finished goods, Dec. 31 

96 


Cost of goods sold 


721 

Gross margin on sales 

Less selling and administrative expenses: 

r 

559 

Wages and salaries 

$175 

190 

Depreciation 

15 

Net profit 

S_ 

369 


The entries in columns 1 and 2 of Table 12-5 are allocated to income 
and product categories in the remaining columns. All entries concerning 
inventory changes are carried to column 8, change in inventories. Debits 
for opening inventories in column 1 are entered with a negative sign, 
but closing inventories, which are credits in column 2, have a positive 
sign in column 8. Materials put into process amount to $149,000. During 
the year, however, $195,000 was purchased from other producers, of 
which $46,000 (the difference between $195,000 and $149,000) is an 
increase in inventories. Therefore the debit of $149,000 in column 1 is 
divided between a debit of $195,000 in column 6 (current purchases 
from other producers) and a credit of $46,000 in column 8 (change in 
inventories). 
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The allocation of remaining debits and credits among columns 3 to 8, 
inclusive, presents no real difficulties and the student should be able to 
understand them without any explanatory text. Each item except over¬ 
head is allocated to a single column only; overhead is divided into wages 
(for indirect labor), capital consumption (for depreciation), and current 
purchases from other producers (for maintenance supplies and electricity). 

The inventory valuation adjustment is calculated on the basis of 
materials component only, since costs of direct labor and overhead 
were the same in 1956 as they had been in 1955. Had the latter two costs 
varied, the inventory valuation adjustment would have to take account 
of them also. The adjustment applies to all three inventories: materials, 
work in process, and finished goods. All materials purchased in 1956 were 
at a unit cost of S3, which is therefore the average price for the year. 

The raw materials inventory contained 31,000 units on January 1 and 
36,000 on December 31, or an increase of 5,000 units. At an average unit 
cost of S3, that increase is $15,000. The books, however, reflect an 
increase of S46,000 (i.e., inventory of S108.000 on December 31 less 
inventory of S62.000 on January 1). This amount appears on the credit 
side of Table 12-6. In order to show an increase of S15,000 instead of 
$46,000, a negative adjustment of $31,000 must be made. 

The work-in-process inventory contained 12,000 units of material on 
January 1 and 2,000 units on December 31, or a decrease of 10,000 units. 
At an average unit cost of S3, that decrease is $30,000. The books, how¬ 
ever, reflect a decrease of $18,000 in materials in process (see Table 12-3: 
$24,000 on January 1 and $6,000 on December 31). This decrease is the 
materials component of the negative $63,000 appearing on the credit side 
of Table 12-6. In order to show a negative S30,000 instead of a negative 
$18,000, a negative adjustment of $12,000 must be made. 

The finished goods inventory contained 2,000 units of material on 
January 1 and 8,000 units on December 31, or an increase of 6,000 units. 
At an average unit cost of $3, that increase is $18,000. The books, how¬ 
ever, reflect an increase of $22,000 in materials included in finished goods 
(see Table 12-3: $2,000 on January 1 and $24,000 on December 31). 
This increase is the materials component of the $76,000 appearing on 
the credit side of Table 12-6. In order to show an increase of $18,000 
instead of $22,000, a negative adjustment of $4,000 must be made. 

The inventory valuation adjustments for the three inventories are 
added, as follows: 


Raw materials 
Work in process 
Finished goods 

Total inventory valuation adjustment 


$-31,000 
- 12,000 
- 4,000 
$-47,000 
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The data in columns 3 to 8, inclusive, of Table 12-5 are the basis for 
the statement of income and product, which appears as Table 12-6. 

Table 12-6 

THE ACE MANUFACTURING COMPANY 
Business Income and Product Statement, Year Ended December 31, 1956 

(In thousands of dollars) 


Debits Credits 


CREATION OF PRODUCT 


DISPOSITION OF 

PRODUCT 

Payments to factors of production: 

Sales to consumers 

1,280 

Compensation of employees 

605 

Change in inventories: 


Profits: 


Raw materials 

46 

Undistributed 369 


Work in process 

-63 

Inventory valuation 


Finished goods 

76 

adjustment —47 

322 

Inventory valuation 




adjustment 

-47 12 

Income originating and net product 

927 



Capital consumption allowance 

105 



Gros3 product 

1,032 



Current purchases from other 




producers 

260 



Total 

1.292 

Total 

1,292 


MARGINAL COST 

Economic literature has traditionally paid less attention to the practical 
adaptation of its concepts and analyses than it has to their theoretical 
exposition. Economists are fond of grappling with problems of logic in 
which they create models that respond to carefully selected stimuli 
susceptible of relatively easy measurement. They are frequently unable 
to put their models into test tubes because the real world does not readily 
supply the ingredients in combinations that make for a rewarding analy¬ 
sis. At the same time, however, economic thought abounds in analytic 
devices which, if adaptable to situations where variables cannot always 
be measured or even known, would be of value to businessmen confronted 
with the very practical problem of making an enterprise tick. 

A pioneering effort to bridge the businessman-economist gap has 
already been made by Joel Dean in a work entitled Managerial Eco¬ 
nomics, 1 and the student interested in pursuing that study farther would 
do well to consult this source. The present section is limited to a dis¬ 
cussion of marginal cost, an economist’s concept concerning which some 

information—but never enough—can be obtained from cost accounting 
records. 

1 New York, Prentice-Hall, 1951. 
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Marginal cost is significant to economic theory because it is one of 
two variables (the other being marginal revenue) on the basis of which 
equilibrium of the firm is established. It is the increase in total cost 
associated with an increase in output of a single unit. So long as marginal 
cost is less than marginal revenue, the firm can increase its profits by 
expanding output. 

Cost accounting records do not yield data on marginal costs for two 
reasons. In the first place, the marginal concept implies a change in 
output. Marginal cost applies to an additional increment of production, 
whereas accounting records show only the cost of the production that 
took place. In the second place, marginal cost is an ex ante concept, 
whereas accounting records enter costs ex post. That is, a businessman 
uses marginal costs to help him determine what his output will be in the 
future. Thus he compares future marginal cost with future marginal 
revenue, to the extent that he can estimate them. His accounting records 
show only costs that have existed in the past, which will not necessarily 
continue unchanged in the future. 

Nevertheless, the cost accounting system provides some clues to 
marginal cost. The cost of an increase in output is never quite independent 
of cost of production in the past, and the businessman who knows the 
latter is in a better position to estimate the former. Likewise, a forecast 
of future costs is easier when present costs are a point of departure than 
when taken from a clear blue sky. 

Let us suppose the management of the Ace Manufacturing Company 
has decided to compute marginal costs. It knows from present records 
that it produced 70,000 aces in 1956 at a cost of $797,000 [entry (6)]. 
By dividing 70,000 into $797,000 it might arrive at an average cost of 
$11.3857. But it also knows that the 70,000 units were produced with 
materials purchased at prices ranging from $1 to $3, and that the average 
cost of goods on hand at the end of the year is $12. Let us suppose that 
it has reason to believe (or else guesses) that the cost of inputs (materials, 
labor, and overhead) will remain the same during 1957. It is now contem¬ 
plating an increase in output to 75,000 units, and it wants to know the 

extent to which costs will be increased. 

One might at first suppose that an enterprise with a long experience 
in production at various levels might know its marginal costs by com¬ 
parison of accounting records in different years. For example, if the 
company had produced 75,000 aces in, let us say, 1952, would not 
marginal cost be the difference between total cost in 1952 and total cost 
in 1956 divided by 5,000, the units of increase in output? The answer 
is obvious: not only have the prices of inputs changed between 1952 and 
1956, but it is very likely that techniques of production have also been 

altered. 
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Most enterprises would call in the engineers and ask their opinion on 
the additional amount of labor required and what other inputs are 
necessary. They might also ask for estimates based on alternative 
techniques. If, for example, it would be possible to expand production 
either by adding new machines or by utilizing the old ones more in¬ 
tensively, the engineers would be asked to estimate the increased rate of 
depreciation on the old machines due to intensive use, whether the new 
machines would provide improved methods that might increase output 
per hour or cut down on labor inputs, and so forth. Economists describe 
as the short run any period of time so short that fixed capital (and 
consequently fixed costs) cannot be changed, and the long run as a 
period in which the amount of fixed factors can be varied, and they call 
for a different marginal cost curve for each. Actually, the short run 
and the long run blend into each other, since all factors are somewhat 
fixed and none (except perhaps land) completely fixed. 

Let us suppose that the engineers of the Ace Manufacturing Company 
reported that the present scale of plant was sufficient to produce the 
additional 5,000 units at a slight increase in labor costs. Because more 
laborers would be using the same number of machines, the efficiency of 
each one would be somewhat less than before, and each finished ace would 
require a day and a tenth of labor instead of a day. This follows the law 
of diminishing marginal productivity of variable factors (when the fresh 
units are combined with a given number of fixed factors). Since the price 
of labor was expected to remain at $6 a day, the labor cost of one ace 
would rise from $6 to $6.60. 

The amount of materials per ace would not be changed. Aces are like 
dining-room tables; the same amount of wood is required for each table 
whether total output is ten or ten thousand. Let us furthermore suppose 
(for the sake of simplicity rather than realism) that the engineers and 
price forecasters reported that total overhead costs would remain the 
same. That is, they decided that the same number of foremen could 
supervise the additional labor, the same amount of electricity and 
maintenance would keep the factory in running order, prices would not 
change, and the machines would depreciate by no more than before. 

The increase in total cost follows: 

1. The total cost of materials would rise from 8210,000 (which is 
70,000 times $3) to $225,000 (or 75,000 times $3). Note that in computing 
marginal cost we use the unit cost of materials expected in 1957 rather 
than the actual cost of materials in the 70,000 units completed in 1956. 

2. The total cost of labor would increase from $420,000 (which is 
70,000 times $6) to $495,000 (or 75,000 times $6.60). 

3. The total cost of overhead would remain the same, at $210,000. 
Note, however, that average cost of overhead decreases. At 70,000 units 
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of output, the average cost is S3, but at 75,000 it is only $2.80. These 
changes are summarized below: 



Output of 
70,000 aces 

Output of 
76,000 aces 

Increase 

Materials 

$210,000 

$225,000 

$15,000 

Labor 

420,000 

495,000 

75,000 

Overhead 

210,000 

210,000 

— 

Total 

$840,000 

$930,000 

$90,000 


Marginal cost is the increase in total cost associated with an increase 
in only one unit of output. With these figures we cannot compute marginal 
cost exactly but can only determine the average marginal cost for the 
range of output between 70,000 and 75,000 aces. For this range it is 
SI8, which is S90.000 (the increase in total cost) divided by 5,000 (the 
increase in units of output). 

The fact that marginal cost is greater than average cost (S12 for 
70,000 units) indicates that average cost is rising with increased pro¬ 
duction. If average cost were falling, marginal cost would be lower than 
average, because the additional increment must be such as to pull the 
average down; but if average cost is rising, marginal cost is higher than 
average because the additional increment must be such as to pull the 
average up. This is borne out by the fact that average cost would rise 
from S12 to S12.40 (which is S930.000 divided by 75,000). The increase 
of S0.40 is attributable to the increased average cost of a variable factor 
(labor) of SO.60, less the decreased average cost of a fixed factor (over¬ 
head) of S0.20. 

This analysis is consistent with the behavior of average, total, and 
marginal cost curves traditionally associated with the theory of equi¬ 
librium of the firm. One may ask, therefore, whether the expert in 
production efficiency can actually make use of the models the economist 
is so fond of preparing. 

The answer is in general that he cannot, but that this fact does not 
prevent him from acting in a manner consistent with economic reasoning. 
The various cost, revenue, and other curves of economic theory are 
continuous series representing alternatives simultaneously available; they 
produce a unique answer to the economic situation represented. In the 
real world, however, not all the alternatives are known, and a unique 
answer cannot be achieved so easily. The engineers are not always 
accurate in their estimates, and certainly the forecasters of price an 

other economic movements are far from infallible. 

The concepts employed by economists do not make aUowance for these 
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deficiencies in knowledge. The Ace Manufacturing Company could 
compute its marginal cost only on the basis of a multitude of suppositions 
and estimates. Calculation of marginal revenue is likely to be even more 
difficult. Therefore the businessman must adopt another set of termi¬ 
nology capable of describing the framework within which he is confined. 
For example, he speaks of a break-even point, which is the output at 
which income just covers expense. He may guess that if he produces 
beyond the break-even point his profit will increase (i.e., his marginal 
cost will still be below his marginal revenue), but he does not know 
exactly the point of its maximization. Before he enters the unknown area 
he will assure himself that demand is adequate to cover his costs at the 
break-even point. Perhaps he will produce for a time at that point, in 
order to feel out the market; and if demand turns out to be strong he will 
increase production further. The economist, however, has no need of a 
break-even point in his terminology, because his continuous cost and 
revenue curves enable him to proceed immediately to the point of maxi¬ 
mum profits. 

Nevertheless economic analysis may be a reasonable description of the 
ultimate effects of business decisions. If different concepts derive only 
from the businessman’s need to express a situation of partial knowledge, 
he may nevertheless be applying, in a rough sense, the principles the 
economist says he will, and his final step may approximate the results 
of economic analysis. 

We shall not carry this conjecture further. The present section has been 
intended only to show that even though marginal costs may not be 
calculated automatically from accounting records, the existence of a cost 
accounting system is helpful in estimating them. With the aid of engi¬ 
neering data and economic forecasts, the producer is equipped to proceed 
on an analysis similar to that called for in the theory of equilibrium of the 
firm. Owing to the incompleteness with which economic concepts may 
be measured, however, he is led to adopt a somewhat different route from 
that used by economists; but this difference does not detract from the 
value of economic analysis in a description of business decisions. 


PROBLEM 

The Brace Manufacturing Company manufactures a mythical product known 
as a “brace.” Each brace requires a single unit of raw material and a certain 
amount of labor and overhead. During 1955 and 1956, the cost of direct labor and 
overhead remained constant at S8 and $5, respectively, per unit, but raw material 
prices declined from $4 at the beginning of 1955 to $1 at the end of 1956. 

On January 1, 1956, the company possessed S542 in cash and bank balances 
*157 of accounts receivable, $90 of furniture and fixtures Oess an allowance of $9 
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for depreciation), S88 of machinery and equipment (less allowance of $11), and 
a factory building valued at $250 (less allowance of $15). It had accounts payable 
of $175 and accrued wages of S20. Except for inventories (to be discussed below), 
there were no other assets and liabilities, and the only net worth account was 
common stock (at a value to be determined by the student). 

Opening inventories consisted of 88 units of raw material, 25 units of work in 
process, and 12 finished braces. All the necessary materials had been applied to 
the work in process, but only 80 per cent of the labor and 60 per cent of the over¬ 
head had been applied. Since braces must spend several days in a heated chamber 
for drying, after all material and direct labor costs have been applied, a rather 
large proportion of overhead (e.g., electricity and indirect labor in the drying 
chamber) is applied at the end of the productive process. In fact, it is possible for 
braces to be fully' completed as to materials and direct labor, while overhead is 
yet to be applied. 

The opening inventories of raw materials were valued at S3 per unit. The 
materials component of work in process and finished goods, however, was valued 
at $4 per unit. 

During 1956 the Brace Manufacturing Company purchased 127 units of raw 
material at $2 and 180 units at $1. It added 200 units of raw material to production 
and completed 130 finished braces. Of the work in process at the end of the year, 
15 units were complete as to labor and the remainder 40 per cent complete. All 
units in process on December 31 were 40 per cent complete as to overhead. 

The company sold 92 units during the year for a total selling value of $2,050. 
Accounting for all inventories is done on a fifo basis. All purchases of raw materials 
and all sales of finished goods were made on credit. In addition, the Brace Com¬ 
pany engaged in the following transactions: 

(1) Maintenance expenses of $110 and electricity costs of SI 18 were paid in 
cash and charged to overhead. 

(2) The following amounts were debited for wages and salaries during the year: 


Direct labor $1,256 

Indirect labor 480 

Selling and administrative salaries 244 

Total $1,980 


Cash payments of wages and salaries, however, amounted to $1,960. 

(3) Accounts payable of $210 were paid in cash. 

(4) Accounts receivable of $2,100 were collected in cash. 

(5) Depreciation was charged as follows: 10 per cent on furniture and fixtures, 
25 per cent on machinery and equipment, and 12 per cent on factory building. 
The entire depreciation on the latter two assets was charged to overhead, but $4 
of the depreciation on furniture and fixtures was assumed to apply to selling and 
administrative expenses. 

Directions 

Prepare both a profit and loss statement and an income and product statement 
of the Brace Manufacturing Company, for the year ended December 31, 1956. 
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For purposes of the inventory valuation adjustment, calculate average market 
price to the nearest tenth of a dollar. 

SUGGESTIONS 

Start the solution with a table of inventory flows modeled after Table 12-3. 
Fill in as much as possible from the information given. Then solve for the un¬ 
knowns (remaining blanks in the table) on the basis of data already entered and 
by use of the fifo principle of inventory accounting. 

Once the table of flows has been completed, prepare a transactions worksheet 
similar to Table 12-2. Data should be taken from both the table of inventory flows 
and other information stated in the problem. 



CHAPTER 13 


STATEMENTS OF THE MONETARY SYSTEM 


Just as accounting is an essential tool in describing transactions of 
producers and traders, so also is it basic to the world of finance. Statistics 
on the supply of money, for example, are compiled from the reported 
liabilities of banks and the Treasury. Various types of credit—whether 
consumer, industrial, real estate, or agricultural—are revealed in the 
asset accounts of the lending institutions. In seeking indicators of the 
nation’s financial health, statisticians are dependent on bank balance 
sheets and other accounting statements. 

Since the amount of bank reserves—and particularly excess reserves— 
is important to an understanding of national liquidity, the balance sheets 
on which they are recorded provide data vital to studies of monetary 
policy. Member-bank reserves consist of deposit liabilities of the twelve 
Federal Reserve banks, and movements in them are revealed in com¬ 
parative balance sheets. Once a week the Federal Reserve Board publishes 
a statement of member-bank reserves and related items, which is a 
valuable aid in analyzing the credit position of the nation. 

The present chapter will illustrate the manner of accounting for 
member-bank reserves and related items. It has two purposes. In the 
first place, it will assist students of money and finance to ground on an 
accounting foundation whatever acquaintance they already have with 
central-bank statements. In the second place, it is an exercise in practical 
application of accounting principles to an economic situation. 

The creation and destruction of money, a process that perplexes the 
uninitiated and fascinates the beginning student in economics, is a simple 
matter of balance sheet accounting. The Federal Reserve banks can 
create money by buying new government issues and paying for them by 
checks drawn on themselves. They debit U.S. government securities (an 
asset), credit deposit liabilities, and lo! the money exists where it was not 
before. It belongs to the security sellers, who may do with it as they wish. 
Ordinarily, they deposit it in member banks which thereby acquire 
deposits in the Federal Reserve banks—and these are the deposit liabili¬ 
ties referred to above. Only a legal restriction—which can be waived in 
emergencies by the lawmakers who passed it—obstructs the Federal 
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Reserve banks’ ability to create an infinite amount of money in this 
manner. 

Likewise, commercial banks may create money (also within legal limits) 
by writing an accounting entry. If Mr. Jones wishes to borrow from Bank 
A, he signs a promissory note and receives a bank deposit. The bank 
debits its assets (claim against Mr. Jones) and credits a deposit liability. 
Once again the money exists where it did not before, and Mr. Jones may 
draw on his deposit to pay whomever he wishes. When he repays his 
debt, the asset is credited, his deposit debited, and the money disappears 
like the grin of the Cheshire cat. 

Most people think of money as either currency or bank deposits. So 
defined, the money supply of the United States must be sought among 
the liabilities of banks and issuers of currency. All the necessary balance 
sheets are published monthly in the Federal Reserve Bulletin. For other 
countries as well as the United States, balance sheet data on money 
supply appear monthly in the International Monetary Fund’s publi¬ 
cation, International Financial Statistics. 


Money in circulation in the United States consists primarily of Federal 
Reserve notes and silver certificates issued by the Treasury. The latter 
are mostly in smaller denominations, such as SI and 85, and the former 
are only in denominations of 85 and above. United States notes and 
subsidiary silver, both issued by the Treasury, account for most of the 
remaining money in circulation, although there is a variety of obsolete 
notes and coin, both Treasury and national bank issues, mainly in the 
hands of collectors. Federal Reserve banks are the focal point of the U.S. 
money supply, both because they are the primary channel through which 
currency moves into and out of circulation and because they hold the 
reserves of member banks. The combined balance sheets of the twelve 
Federal Reserve banks are therefore an appropriate object for our 
accounting study of the forces controlling money and credit. 

We shall tackle central-bank accounting as we did the accounts of 

business enterprises. There will be a mythical central bank with mythical 

(but typical) transactions and statements. Let us suppose that on 

December 1, 19A, Congress chartered the Thirteenth Federal Reserve 

Bank and invited commercial banks to subscribe to its stock. Since the 

thirteenth district cut across the territories of some of the other twelve 

banks formerly in other districts transferred their membership to the 
Thirteenth Bank. 


Opening Transaction (1). Commercial banks contributed $35 as their 
membership quota in the Thirteenth Federal Reserve Bank. 1 Land was 
purchased and a bank building constructed at a combined cost of $10, 

thia^Uustration 8 ‘ mplify th ® P resentation > °“ly nominal values are used throughout 



204 


INDIVIDUAL ENTERPRISE ACCOUNTS 


and other assets (furniture, fixtures, ledgers, paper, supplies, etc.) were 
acquired for $25. The entry follows: 


(1) Bank premises 

Other assets 

Capital paid in 


10 

25 

35 


Opening Transaction (2). In order to transfer their reserves to the new 
Federal Reserve bank, member banks deposited checks for $550, drawn 
on the Reserve banks to which they had previously belonged. To provide 
the Thirteenth Bank with reserves, the other Federal Reserve banks 
honored these checks in gold certificates. 

(2) Gold certificates 550 

Member-bank deposits (reserves) 550 


Gold certificates, which are claims against the U.S. Treasury, are 
reserves of the Federal Reserve banks. The amount of their liabilities 
(Federal Reserve notes issued and member-bank reserves) is legally 
limited by the amount of gold certificates they hold. These certificates 
are claims against the nation’s monetary gold, which is required by law to 
be deposited in the Treasury. 

Opening Transaction (3). Since the Treasury uses the Federal Reserve 
banks as its principal depository, it decided to open an account with the 
Thirteenth Bank. It therefore drew from its deposits with some of the 
other twelve Federal Reserve banks, which settled with the Thirteenth 
Bank by a transfer of gold certificates. There is a debit to gold certificates 
and a credit to deposit liability in favor of the Treasury, which is called 
“U.S. Treasurer—general account.” 


( 3 ) Gold certificates 200 

U.S. Treasurer—general account 200 

The U.S. Treasurer—general account is a deposit liability of the Federal 
Reserve bank. 

Opening Transaction (4). Since Federal Reserve notes are issued only 
in denominations of $5 and up, the banks must rely on the Treasury for 
their current needs (for till money) of $1 bills. The Thirteenth Bank 
asked the Treasury for $100 in silver certificates. When it received them, 
it credited the Treasury deposit account. 


( 4 ) Other cash 

U.S. Treasurer—general account 


100 

100 


Since silver and gold certificates are both construed as cash claims 
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against the Treasury, the silver certificates are debited to “other cash.” 

After these four transactions, the Thirteenth Federal Reserve Bank 
was ready to commence operations. Its balance sheet on January 1, 19B—- 
which reflects only the four entries just discussed—appears in Table 13-1. 

Table 13-1 

THE THIRTEENTH FEDERAL RESERVE BANK 



BALANCE SHEET, 

JANUARY 1, 19B 


Assets 


Liabilities 


Gold certificates 

$750 

Member-bank deposits (reserves) 

$550 

Other cash 

100 

U.S. Treasurer—general account 

300 

Bank premises 

10 

Capital paid in 

35 

Other assets 

25 



Total 

$885 

Total 

$885 


The year 19B marked the end of a recession in the United States. 
Though there had been unemployment in 19A, businessmen were begin¬ 
ning to demand more and more bank loans, and the banks in turn looked 
to the Federal Reserve as a source of additional reserves. In hopes that 
new expenditures on capital goods would put more people to work, the 
controllers of the country’s credit supply embarked on an easy money 
policy. 

Transaction (1). Following this easy money policy, the Thirteenth 
Reserve Bank started operations with a low discount rate. Encouraged 
to borrow additional reserves cheaply, member banks did so by promis¬ 
sory notes of $220, secured by an equal amount of government securities. 

Entry (1). These promissory notes are assets of the Reserve bank 
(claims against member banks). They are entered in the balance sheet 
under the account “discounts and advances.” No accounting entry is 
necessary for the government securities, which, though pledged as 
collateral for advances, nevertheless remain the property of the member 
banks. 

B) Discounts and advances 220 

Member-bank deposits (reserves) 220 

The creation of member-bank reserves paves the way for an increase 
in the money supply. On the basis of their new reserves member banks 
may loan to businessmen and consumers; and, according to principles 
generally well-known, the money supply may be expanded many times 
the amount of additional reserves created. 

Transaction (2). In order to stimulate business through deficit financing, 
the Treasury sold $250 of new U.S. government securities to private 
dealers on the open market. The dealers paid by checks drawn on member 
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banks in the thirteenth district, which the Treasury deposited in the 
Thirteenth Reserve Bank. 

Entry (2). The deposit liability to the Treasury is credited S250. Since 
payment was drawn on member banks, their reserves (deposits with the 
Thirteenth Reserve Bank) are debited (decreased). 

(2) Member-bank deposits (reserves) 250 

U.S. Treasurer—general account 250 

Transaction (3). The Treasury spent its proceeds of $250 [from trans¬ 
action (2)J on public works projects. The recipients deposited this 
amount in member banks. 

Entry (3). The deposit liability to the Treasury is decreased (debited) 
$250 and member-bank reserves increased (credited) by the same amount. 

(3) U.S. Treasurer—general account 250 

Member-bank deposits (reserves) 250 

Note on Transactions (2) and (3). In order to understand the full 
significance of these transactions on the money supply, let us examine 
their effects on the balance sheets of both Federal Reserve and member 
banks. 1 he balance sheet of the former reflects the following changes on 
account of transaction (2): 

Assets Liabilities and Net Worth 

No change Member-bank deposits 

(reserves) (Decrease) 250 

U.S. Treasurer—general 

account (Increase) 250 

At the same time, member-bank balance sheets are affected as follows: 

dssels Liabilities and Net Worth 

Deposits with Federal Deposit liabilities to 

Reserve bank (mem- security dealers (Decrease) 250 

ber-bank reserves) (Decrease) 250 

Two important movements are recorded here. In the first place, there 
is a $250 decrease in reserves of member banks (shown as Federal Reserve 
liabilities and member-bank assets). This represents a multiple reduction 
in the legal limit of their deposit liabilities. For example, if reserve 
requirements are 20 per cent, the reduction is $1,250 (or $250 divided 
by 20 per cent). In the second place, there is a $250 decrease in deposit 
liabilities of member banks to security dealers. Since deposits in com¬ 
mercial banks are ordinarily part of the country’s money supply, 2 the 
latter is therefore reduced by this amount. If member banks had been 

* The term “money supply” is used in a loose sense here to mean money in the 
hands (or control) of the public. Thus it is assumed that Treasury deposits in the 
Federal Reserve bank are not part of the money supply. 
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fully loaned up before transaction (2) took place, they would be forced 
to reduce their deposits (i.e., the money supply) by a further $1,000. 

In transaction (3), however, the Treasury returned the money to the 
public. The latter deposited it in member banks, thus restoring their 
reserves and the associated right to hold deposit liabilities. The effect on 
the Federal Reserve bank balance sheet is the reverse of transaction (2), 
as follows: 

Assets Liabilities and Net Worth 

No change Member-bank deposits 

(reserves) (Increase) 250 

U.S. Treasurer—-general 

account (Decrease) 250 

The balance sheets of member banks are affected as follows: 

Assets Liabilities and Mel Worth 

Deposits with Federal Deposit liabilities to the 

Reserve banks (mem- recipients of Treasury 

ber-bank reserves) (Increase) 250 spending (Increase) 250 

Not only have member-bank reserves been restored, but the money 
supply has also been replenished, since deposit liabilities of member 
banks have increased $250. Thus transactions (2) and (3) offset each 
other on the books of all banks concerned, with one important quali¬ 
fication. Member banks now have deposit liabilities in favor of the 
recipients of Treasury spending rather than the security dealers. Since 
the latter manage savings, while the former are likely to spend a portion 
of their receipts on consumer goods, the monetary redistribution implicit 
in these transactions may have an inflationary impact on the economy 
as the proceeds are further spent. 

As a second illustration, let us suppose that instead of selling to 
security dealers, the Treasury issued $250 of securities to member banks, 
which paid out of their reserves (i.e., by checks drawn on the Federal 
Reserve bank). The effect on the Reserve bank balance sheet is the same 
as in transaction (2), for there is a decrease in member-bank reserves and 
an increase in the deposit liability to the Treasury. 

Assets Liabilities and Net Worth 

No change Member-bank deposits 

(reserves) (Decrease) 250 

U.S. Treasurer—general 
account (Increase) 250 

The effect on member-bank balance sheets, however, is not the same as in 
transaction (2). Instead of a reduction (debit) in deposit liabilities to 
security dealers, there is an increase (debit) in assets (government 
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securities), as follows: 

Assets Liabilities and Net Worth 

Deposits with Federal No change 

Reserve bank (mem¬ 
ber-bank reserves) (Decrease) 250 
U.S. government 

securities (Increase) 250 

When the Treasury spends the proceeds, the entry on the Federal 
Reserve balance sheet is reversed, just as it was in the case of transaction 
(3), with an increase in member-bank reserves (assuming that the 
recipients deposit their proceeds in member banks) and a decrease in 
the deposit liability to the Treasury. Furthermore, the effect on member- 
bank balance sheets is also the same as in transaction (3), as follows: 

.-lssets Liabilities and Net Worth 

Deposits with Federal Deposit liabilities to the 

Reserve bank (mem- recipients of Treasury 

ber-bank reserves) (Increase) 250 spending (Increase) 250 

Whereas there was no net change in the money supply on account of 
transactions (2) and (3) together (but only a redistribution from security 
dealers to recipients of Treasury spending), it is increased $250 in the 
second illustration. The new deposit liabilities to the recipients of Treas¬ 
ury spending are not in this case offset by a decrease in the deposits of 
security dealers. 

As a third illustration, let us suppose that the Treasury sold $250 of 
securities directly to the Federal Reserve bank. 3 Since the transaction is 
between the Treasury and the Reserve bank only, there is no effect on 
member-bank balance sheets. The Reserve bank balance sheet is affected 
as follows: 

Assets Liabilities and Net Worth 

U.S. government U.S. Treasurer— 

securities (Increase) 250 general account (Increase) 250 

When the Treasury spends the proceeds, the effect on all bank balance 
sheets is the same as in both transaction (3) and the second illustration. 
For the Federal Reserve bank it is as follows: 

Ossete Liabilities and Net Worth 

No change Member-bank deposits 

(reserves) (Increase) 250 

U.S. Treasurer—general 

account (Decrease) 250 

»In practice, Federal Reserve banks do not buy new securities directly from the 
Treasury except under certain temporary conditions. Instead, they buy new govern¬ 
ment issues from dealers in the open market. This transaction is cited as a practical 
simplification only, in order to show the effect on the money market of new govern¬ 
ment securities sold to a central bank, whether directly or indirectly through dealers. 
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The effect on member-bank balance sheets is as follows: 

Assels Liabilities and Net Worth 

Deposits with Federal Deposit liabilities to 

Reserve bank (mem- the recipients of 

ber-bank reserves) (Increase) 250 Treasury spending (Increase) 250 

Like the second illustration, the third involves an increase in the money 
supply (deposit liabilities of member banks to the recipients of Treasury 
spending). Unlike either transactions (2) and (3) or the second illus¬ 
tration, however, there is also a net increase of $250 in member-bank 
reserves. The latter opens the possibility for a further expansion of the 
money supply (assuming 20 per cent reserve requirements) of $1,000 
(for a total of $1,250, or S250 divided by 20 per cent). 

The effects on member-bank reserves and money supply are sum¬ 
marized below for the three illustrations: 



Member-bank reserves 

Money supply 

Transactions (2) and (3) 

No net change 

No net change 

Second illustration 

No net change 

Increase of $250 

Third illustration 

Increase of S250 

Increase of S250 


Thus a sale of new government securities to the general public involves 
no net inflationary impact on the economy (except such as may sub¬ 
sequently arise from a redistribution of money from savers to spenders). 
Sale to member banks creates the possibility of inflation, because there 
is an increase in the money supply. But sale to the central bank involves 
the greatest inflationary danger of all, because—in addition to an increase 
in money—there is an increase in member-bank reserves, bringing with 
it the possibility of a further multiple expansion in deposit liabilities. 
If, in time of war or national emergency, the Treasury must maintain a 
high level of expenditure despite the threat of inflation, every effort is 
made to induce the general public, rather than the banks, to buy govern¬ 
ment securities, for in this way the inflationary danger is minimized. 

Transaction (4). In order to obtain new reserves, member banks sold 
government securities of $400 to the Thirteenth Bank. 

Entry (4). There is an increase in U.S. government securities held by 
the Thirteenth Bank, offset by new member-bank reserves. 

(*) U.S. government securities 400 

Member-bank deposits (reserves) 400 

Transaction (5). The Thirteenth Reserve Bank decided further to 
increase member-bank reserves on its own initiative. It purchased an 
additional $300 of government securities on the open market, paying for 
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them by checks drawn on itself, and the general public deposited the 
proceeds in member banks. 

Entry (5). This transaction has the same effect as transaction (4) 
on the books of the Reserve bank. The bank has acquired government 
securities (an asset), and it must credit member-bank reserves. 

(5) U.S. government securities 300 

Member-bank deposits (reserves) 300 

Note on Transactions (4) and (6). Through these transactions the 
Thirteenth Federal Reserve Bank has acquired U.S. government securities 
of S700. The effect on money supply, however, has been different for each 
of the two purchases. When the S400 of government securities in trans¬ 
action (4) was acquired from member banks, their balance sheets were 
affected as follows: 

Assets Liabilities and Net Worth 

Government securities (Decrease) 400 No change 
Deposits with Reserve 
banks (Increase) 400 

There is no change in the money supply, because member-bank deposit 
liabilities have not changed. However, there is an increase in member- 
bank reserves, making for a potential increase in money, which will 
become actual if member banks take advantage of their increased right 
to lend. If the required reserve ratio is 20 per cent, the banking system 
as a whole is able to expand the money supply $2,000 (i.e., $400 divided 
by 20 per cent). 

In transaction (5), however, there is a change in member-bank lia¬ 
bilities, since the public—which sold securities to the Reserve bank— 
deposited the proceeds in its accounts with member banks. Their balance 
sheets are affected as follows: 

Assets Liabilities and Net Worth 

Deposits with Reserve Depositors’ balances (Increase) 300 

banks (Increase) 300 

Depositors’ balances already register an increase of $300 in the money 
supply. There is a further potential increase (given a 20 per cent required 
reserve ratio) of $1,200 (for a total of $1,500, or $300 divided by 20 
per cent). 

Transaction (6). With the increase in business activity the public 
demanded additional currency from member banks. When the latter 
ran short of till money they requested more from the Federal Reserve 
banks. The Thirteenth Bank shipped $50 of Treasury currency and $200 
of its own Federal Reserve notes to member banks in its district. 
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Entry (6). The shipment of $50 of Treasury currency is a decrease in 
the Reserve bank’s assets (other cash), but the S200 of its own notes— 
which are claims against the Thirteenth Federal Reserve Bank by their 
holders—is an increase in liabilities. In either case there is a decrease in 
member-bank reserves, since the shipment of currency is charged to 
member-bank accounts. 


(6) Member-bank deposits (reserves) 

Other cash 

Federal Reserve notes issued 


50 

200 


Transaction (7). The Treasury deposited with the Thirteenth Reserve 
Bank a check for $300 drawn on its account with a member bank. (The 
Treasury maintains accounts in various member banks approved as 
Treasury depositories. It normally deposits tax and other receipts in 
these accounts for subsequent transfer to its deposits in Federal Reserve 
banks, on which all Treasury payments are drawn). 

Entry (7). Since the S300 check was drawn on a member bank, there 
is a payment from member-bank deposits (debit) into the Treasury 
deposit (credit). 


(7) Member-bank deposits (reserves) 300 

U.S. Treasurer—general account 300 

Transaction (8). The Treasury spent $500 on current government 
expenses, interest on government securities, and equipment and supplies 
of the armed forces. The recipients of $485 were private persons and 
institutions, which deposited the proceeds in member banks. The remain¬ 
ing $15 found its way into “other deposit” liabilities of the Federal 
Reserve bank, which consist of deposits held by international organi¬ 
zations (such as the International Bank) and balances maintained by 
nonmember clearing banks, as well as various minor items. 

Entry (8). The Treasury deposit is debited and member-bank and 
other deposits credited. 


U.S. Treasurer—general account 500 

Member-bank deposits (reserves) 485 

Other deposits 15 

Transaction (9). In order to increase their holdings of U.S. dollars 
foreign central banks shipped $10 of gold to the Thirteenth Reserve 
Bank, requesting that it open deposits to their credit. 

Entry (9). According to the banking laws of the United States gold 
acquired by Federal Reserve banks is surrendered to the Treasury which 
issues gold certificates in exchange. Gold certificates is debited with a 
contra-credit to foreign deposits (a liability to the foreign central’banks). 

(9) Gold certificates IQ 

Foreign deposits in 
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Transaction (10). Although most banks surrender damaged and worn 
currency to the Federal Reserve banks in their district for redemption, 
banks in the Washington, D.C., area normally surrender them to the 
U.S. Treasury. The latter reimburses itself out of a redemption fund for 
Federal Reserve notes, which consists of gold certificates owned by the 
twelve Federal Reserve banks but kept on deposit in the Treasury. In 
order to participate in this redemption plan, the Thirteenth Federal 
Reserve Bank deposited $2 of its gold certificates with the Treasury. 

Entry (10). There is no change in total assets. So long as none of its 
notes is redeemed, the gold certificates in the redemption fund remain 
the property of the Thirteenth Reserve Bank. Gold certificates is 
credited $2, to indicate a decrease in certificates freely disposable by the 
bank, and another asset, called “redemption fund—Federal Reserve 
notes,” is debited. 

(10) Redemption fund—Federal Reserve notes 2 

Gold certificates 2 

Transaction (11). Reserve notes of SI issued by the Thirteenth Bank 
were tendered to the Treasury for redemption in silver. The Treasury 
destroyed the notes and reimbursed itself from the redemption fund. 

Entry (11). In this transaction the Thirteenth Reserve Bank paid its 
liability (on notes issued) by transferring to the Treasury title to gold 
certificates in the redemption fund. The liability for Federal Reserve 
notes is debited and the redemption fund credited. 

(11) Federal Reserve notes issued 1 

Redemption fund—Federal Reserve notes 1 

Transaction (12). United States importers requested member banks, 
with which they had deposits, to make payment of SI00 to foreign 
exporters. The $100 was paid through the facilities of the Thirteenth 
Bank to the accounts of foreign central banks, which would settle with 
exporters through commercial banks in their countries. The member 
banks therefore drew checks of $100 in favor of foreign central banks and 
forwarded them to the Thirteenth Reserve Bank for settlement. T-he 
Thirteenth Bank credited the accounts of the foreign central banks on its 
own books. 

Entry (12). There is a debit to decrease member-bank reserves, with a 
contra-credit recording an increase in the deposits of foreign banks. 

(12) Member-bank deposits (reserves) 100 

Foreign deposits *00 

Transaction (13). Foreign central banks drew checks of $50 on their 
accounts with the Thirteenth Reserve Bank to reimburse United States 
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merchants for exports. (The foreign central banks had previously been 
paid local currency by the importers.) 

Entry (13). This entry is the reverse of entry (12). Assuming that the 
exporters deposited the proceeds in member banks, which in turn sent 
the checks to the Thirteenth Federal Reserve Bank for collection, there is 
a debit to foreign deposits and a credit to member-bank reserves. 

(13) Foreign deposits 50 

Member-bank deposits (reserves) 50 

Transaction (14). Foreign central banks requested the Thirteenth 
Reserve Bank to ship S35 of gold to them. 

Entry (14). The Thirteenth Reserve Bank redeemed $35 of its gold 
certificates from the Treasury in order to obtain the gold for shipment. 
It credited gold certificates and charged the deposit accounts of the 
foreign central banks. 

(14) Foreign deposits 35 

Gold certificates 35 

Transaction (16). One of the foreign central banks with deposits in 
the Thirteenth Reserve Bank paid $2 in the United States for purchases 
of its government. The recipients deposited the proceeds in member 
banks. 

Entry (15). The Reserve bank’s liability on foreign deposits has 
decreased (debit) and its liability to member banks increased (credit). 

(15) Foreign deposits 2 

Member-bank deposits (reserves) 2 

Transaction (16). Depositors in the thirteenth district received checks 
drawn on New York banks for $4, which they deposited in their accounts 
in member banks. The member banks requested the Thirteenth Federal 
Reserve Bank to send the checks to New York for collection. 

Entry (16). Like other Federal Reserve banks, the Thirteenth Bank 
does not immediately credit member banks with the proceeds of inter¬ 
district collections. There is a delay of one or two days, depending on 
distance. In the meantime, an asset account called “uncollected items” 
(representing the claim on the Federal Reserve Bank of New York for 
checks forwarded to it) is debited. There is a contra-credit to “deferred 
availability items," which is a liability to the member banks that pre¬ 
sented the checks for collection. 

(1®) Uncollected items 4 

Deferred availability items 4 

Let us follow the checks on their journey to New York. When the 
New York Federal Reserve Bank receives them, it debits the deposits 
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(member-bank reserves) of the banks concerned. This leaves it with an 
obligation to the Thirteenth Federal Reserve Bank, which is settled 
daily in gold certificates. Thus the New York Bank would make the 
following entry: 

Member-bank deposits (reserves) 4 

Gold certificates 4 

The gold certificates are not sent through the mail to the Thirteenth 
Bank, however. All Federal Reserve banks keep a portion of their gold 
certificates (in addition to the redemption fund) on deposit with the 
Treasury. This deposit (which consists of book entries rather than printed 
pieces of paper) is technically in the name of the Board of Governors of 
the Federal Reserve System, which in turn credits it to different Reserve 
banks. It covers both the gold certificates required as collateral for 
outstanding Federal Reserve notes and an additional balance—known 
as the interdistrict settlement fund—out of which inter-Reserve-bank 
transfers are made. Thus the obligation of the New York Bank would be 
settled by a transfer from its holdings in the interdistrict settlement fund 
to those of the Thirteenth Federal Reserve Bank. 

It is possible, however, that not all the $4 of checks was drawn on New 
York City banks. If the Federal Reserve Bank of New York is forced 
to send, say, SI of these checks to country banks for settlement, it may 
be another day before collection is completed. In that case the New York 
Bank requests the Board of Governors to credit the Thirteenth Bank 
with only the S3 collected, and it debits uncollected items and credits 
deferred availability items with the remaining SI. The New York entries 


in this instance are the following: 

Member-bank deposits (reserves) 3 

Gold certificates 3 

Uncollected items 1 

Deferred availability items 1 


Transaction (17). The Thirteenth Federal Reserve Bank does not wait 
for collection through the interdistrict settlement fund before giving 
credit to the member banks that originally presented the checks. Instead, 
member-bank reserves are credited according to a time schedule, which 
permits deferred availability items to remain on the books no more than 

two days. . 

Entry (17). When the time schedule ran out, the Thirteenth Bank 

credited member-bank reserves and debited deferred availability items. 

( 17 ) Deferred availability items 4 

Member-bank deposits (reserves) 4 

Transaction (18). Notice was received from the Board of Governors 
that the New York Bank was paying for $3 of the checks forwarded, and 
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that the Thirteenth Bank would be credited with that amount of gold 
certificates through the interdistrict settlement fund. 

Entry (18). The Thirteenth Bank debits gold certificates and credits 
uncollected items. 

(18) Gold certificates 3 

Uncollected items 3 


Notes on Transactions (16), (17), and (18). Deferred availability items 
are a liability (in this case to member banks of the thirteenth district) 
for items submitted to Federal Reserve banks for collection. They 
become available (i.e., are credited to deposit accounts that may be 
freely drawn on) only after a delay of one or two days, depending on the 
time schedule. Actual collection of items may take longer than one or 
two days, however. 

In the present example, the Thirteenth Bank credited member banks 
with $4 for items submitted for collection when only S3 had actually 
been collected. As a result, deferred availability items (liability) is 
zero, but uncollected items retains a debit balance of SI. Because member 
banks have been credited with new reserves in the thirteenth district 
before the reserves of the payor banks in New York have been debited 
(through collection), there is a net increase in total member-bank reserves 
of SI. This creation of reserves is a credit extended by Federal Reserve 
banks to members. It is known as Reserve bank float and is measured by 
the excess of the debit balance in uncollected items over the credit 
balance in deferred availability items. 4 

Transaction (19). Member banks with more till money than they 
needed forwarded S3 of Federal Reserve notes to the Thirteenth Bank. 
It happened that S2 of them had been issued by the Thirteenth Bank 
but the other $1 was a combination of notes issued by the Federal Reserve 
banks of Boston, New York, and Richmond. 

Entry (19). When a Federal Reserve bank receives its own notes, its 
liability is canceled by a debit. If it receives the notes of another Federal 
Reserve bank, it has an asset claim (debit) against that bank. When 
notes are received from member banks, their reserves are credited. 

(1®) Federal Reserve notes issued (liability) 2 

Federal Reserve notes of other Fed. Res. banks 

(asset) j 

Member-bank deposits (reserves) 3 


, T , ra f Sacti0 f. (20) ; The Thi rteenth Reserve Bank earned $8 of interest 
(and discount) on loans to member banks and other service charges. Of 

SC . Pt ' ^.J 949, When a sIower schedule was in effect for releasing deferred 
availably items it occasionally happened that collection would take place first In 
that case Reserve bank float could be negative. P 
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this amount, S7 was charged to member banks and SI to nonmember 
banks. 

Entry (20). Surplus 5 is credited (via profit and loss accounts) S8 on 
account of income, and member-bank reserves (S7) and other deposits 
(SI) are debited. 

(20) Member-hank deposits (reserves) 7 

Other deposits 1 

Surplus 8 

Transaction (21). Expenses of operation of the Thirteenth Reserve 
Bank were S5, of which $2 was depreciation—SI on bank premises and 
SI on other assets—and S3 cash expenses for salaries and other items. 
The recipients of the S3 deposited it in member banks. 

Entry (21). The expenses are debited (via profit and loss accounts) 
to surplus. In the actual bookkeeping of Federal Reserve banks, the 
decrease in asset values is credited to allowance for depreciation according 
to conventional accounting practice. In the publication of condensed 
statements, however, the allowance is combined with the asset account. 

In order to illustrate the effect of this transaction on the balance sheets 

as published, therefore, the credits are entered directly in the asset 
accounts rather than in allowance for depreciation. Because the $3 cash 
was deposited in member banks, there is an increase in their reserves. 


(21) Surplus 5 

Bank premises 1 

Other assets 1 

Member-bank deposits (reserves) 3 


Transaction (22). Under Section 7 of the Federal Reserve Act, Federal 
Reserve banks may declare a 6% cumulative dividend annually to 
member banks. Dividends missed in any year are expected to be made up 
in subsequent years, but under no conditions may a bank distribute more 
than the cumulative dividend. 

The Thirteenth Reserve Bank declared and paid dividends of $2, or 
6% of paid-in capital (S35). 

Entry (22). Since payment is made to member banks, their reserves are 
credited. 

(22) Surplus 2 

Member-bank deposits (reserves) 2 

6 Two surplus accounts appear on Federal Reserve statements, but for the sake of 
simplicity (and because the distinction is only of minor importance in monetary 
studies today) only one account is introduced in this illustration. Surplus (sec. 7) 
records undistributed profits, while surplus (sec. 136) represents receipts from the 
Treasury for industrial advances (a depression measure) under sec. 136 of the hederal 
Reserve Act. All surplus entries in this illustration refer to surplus (sec. 7). 
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Table 13-2 

THE THIRTEENTH FEDERAL RESERVE BANK 
Transactions Worksheet, Year Ended December 31, 19B 



Balance sheet, 
Jan. 1 , 19B 

Transactions 

Balance sheet , 
Dec. 81, 19B 


Debit 

Credit 

Debit 

Credit 

Debit 

Credit 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

Assets 







Gold certificates 

750 


10(9) 

2(10) 

726 





3(18) 

35(14) 



Redemption fund—Fed. Res. 







notes 



2(10) 

1 (ID 

1 


Other cash 

100 



50 (6) 

50 


Discounts and advances 



220 (1) 


220 


U.S. government securities 



400 (4) 
300 (5) 


700 


Uncollected items 

Fed. Res. notes of other Fed. Res. 



4(16) 

3(18) 

1 


banks 



1(19) 


1 


Bank premises 

10 



1(21) 

9 


Other assets 

25 



1(21) 

24 


Liabilities and A let Worth 







Fed. Res. notes issued 



1(11) 

200 (6) 


197 




2(19) 




Member-bank deposits (reserves) 


550 

250 (2) 

220(1) 


1,362 




250 (6) 

250 (3) 






300 (7) 

400 (4) 






100(12) 

300(5) 






7 (20) 

485 (8) 







50(13) 







2(15) 

4(17) 







3(19) 

3(21) 



U.S. Treasurer—general account 




2(22) 




300 

250 (3) 

250 (2) 


100 




500 (8) 

300 (7) 


Foreign deposits 



50 (13) 

10(9) 


23 




35 (14) 

100 (12) 






2(15) 




Other deposits 



1 (20) 

15 (8) 


14 

Deferred availability items 

Capital paid in 


35 

4(17) 

4(16) 


35 

1 

Surplus 



5(21) 

8(20) 


Totals 



2(22) 




885 

885 

2,699 

2,699 

1,732 

1,732 
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Transactions are now complete, and entries are posted to the work¬ 
sheet on Table 13-2. The closing balance sheet of the Thirteenth Reserve 
Bank, which is the cross addition of the first four columns, appears in 
columns (5) and (6). 


Statement of Condition. A bank balance sheet is known as its statement 
of condition. Table 13-3, which is a comparative statement of condition 
of the Thirteenth Federal Reserve Bank on December 31, 19A and 19B, 
sheds some light on the success or failure of the Reserve bank easy money 
policy in 19B. 


Table 13-3 

The Thirteenth Federal Reserve Bank 
Statement of Condition, December 31, 19A, and 19B 


Assets 

19A 

19B 

Liabilities and Net Worth 

19A 

19B 

Gold certificates 

$750 

S 726 

Fed. Res. notes issued 

- 

$ 197 

Redemption fund—Fed. 



Member-bank reserves 

$550 

1,362 

Res. notes 

— 

1 

U.S. Treasurer—general 


Other cash 

100 

50 

account 

300 

100 

Discounts and advances 

— 

220 

Foreign deposits 

— 

23 

U.S. government securities 

— 

700 

Other deposits 

— 

14 

Uncollected items 

— 

1 

Deferred availability items 

— 

— 

Fed. Res. notes of other 



Capital paid in 

35 

35 

Fed. Res. banks 

— 

1 

Surplus 

— 

1 

Bank premises 

10 

9 




Other assets 

25 

24 




Total 

$885 

$1,732 

Total 

$885 

$1,732 


Member-bank reserves have more than doubled, increasing from $550 
to $1,362. This alone is not proof that the volume of circulating media 
has expanded, however, for only from member-bank balance sheets can 
we discover the extent to which deposit money has increased. Let us 
suppose that the consolidated comparative balance sheets of all member 
banks in the thirteenth district were the following, on December 31, 19A 
and 19B. 


Member Banks in the Thirteenth District 
Consolidated Comparative Balance Sheets, December 31, 19A and 19B 


Assets 

Cash in tills 

Reserves with Fed. Res. 
bank 

Loans and investments 
Other assets 
Total 


19 A 19B Liabilities 

$ 20 $ 28 Deposit liabilities 

Other liabilities 
550 1,362 Net worth 
134 6,227 
12 22 

$716 $7,639 Total 


19A 19B 

$622 $6,105 
19 1,446 
75 88 


$716 $7,639 


Note that the asset “reserves with Federal Reserve bank” equals the 
liability of the Thirteenth Reserve Bank for member-bank deposits (on 


Table 13-3). 
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Member-bank consolidated balance sheets show that new deposit 
liabilities of 55,483 (from 5622 to S6,105) have been created, largely 
by loan expansion (from 5134 to 56,227). This increment is new money 
in the hands of the public. Assuming 20 per cent reserve requirements, 
member banks were obliged to have reserves of 5124 on December 31, 
19A (20 per cent of their deposit liabilities of S622). Since they had S550 
total reserves, their excess reserves were 5426. On December 31, 19B, 
their required reserves were 51,221 (20 per cent of 56,105). Since total 
reserves were 51,362, excess reserves were only 5141. Not only did 
business and the banks respond readily to the easy money policy, but 
member banks have become well loaned up, and—unless reserve require¬ 
ments are relaxed or business slackens—tighter money is likely. 


THE STATEMENT OF MEMBER-BANK RESERVES, 
RESERVE BANK CREDIT, AND RELATED ITEMS 


While the balance sheets of member banks yield data on money supply, 
the Federal Reserve statements disclose the manner in which monetary 
policy is carried out. They provide information relevant to such con¬ 
siderations as: What causes a change in member-bank reserves? Is it 
the balance of payments position of the country? Is it Treasury policy? 
Is it Federal Reserve policy? These questions require data on the contra- 
entries to changes in member-bank reserves. For example, increases in 
member-bank reserves (credit) initiated by borrowing from Federal 
Reserve banks are offset by a debit to discounts and advances. Increases 
stimulated by open-market activities of the Reserve banks are reflected 
in a debit to U.S. government securities. Debits and credits to gold 
certificates are an indicator of the balance of payments position. 8 

Because of the mixed character of the American money system, in 
which Federal Reserve banks share responsibility for monetary policy 
with the Treasury, a complete understanding of the items related to 
member-bank reserves requires an inspection of Treasury accounts as 
well as Federal Reserve statements. For example, one may theorize 
that member-bank reserves have decreased because, let us say, the public 
has drawn money from commercial banks to finance Christmas shopping. 
I his is supported by comparative statements of condition, which (let us 
suppose) reflect a decline in member-bank reserves and an increase in 
Federal Reserve notes issued. However, the public draws silver cer¬ 
tificates and subsidiary coin as well as Federal Reserve notes, for it does 
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not care (and generally does not know) which of these it holds. Hence 
the movement in Federal Reserve notes does not provide a full measure 
of the increase in money in circulation. 

While Reserve bank holdings of gold certificates have a bearing on 
the amount of money and credit the Federal Reserve System can offer, 
the Treasury’s silver stock determines the amount of money the Treasury 
can issue. Before 1934, when gold coins and certificates were withdrawn 
from circulation, the Treasury’s gold stock also played a similar role, 
and it still stands as collateral against a small amount of gold certificates 
held by collectors and in private hoards. Hence a study of the country’s 
ultimate monetary reserves, and their influence on member-bank reserves, 
requires data on total gold and silver stock. Information on gold cer¬ 
tificates, appearing in the Federal Reserve statement of condition, is not 
sufficient. 

The statement of member-bank reserves, Reserve bank credit, and 
related items is a consolidated balance sheet of the twelve Federal 
Reserve banks plus the Treasury’s monetary accounts. To understand this 
statement fully, it is necessary to imagine the Treasury as divided into 
two accounting units, called “ Treasury monetary funds ” and “ other Treas¬ 
ury,” which carry on transactions with each other and independently with 
outsiders. Treasury monetary funds are the portion of the Treasury that 
holds monetary gold and silver and issues Treasury currency, while 
“other Treasury” is the part that carries on fiscal and other ordinary 
operations. Since the statement covers the twelve Federal Reserve banks 
and the Treasury monetary funds as a single unit, asset and liability 
claims among them are eliminated, but claims between the Reserve banks 
and Treasury monetary funds on the one hand and “other Treasury” on 
the other are included. 

As a preliminary step, items in the Federal Reserve banks’ statement of 
condition are reclassified, in Table 13-4, into the form in which they 
appear in the statement of member-bank reserves, Reserve bank credit, 
and related items. This reclassification involves three adjusting entries, 
which are discussed below. 

(1) Reserve bank float has already been described as the excess of 
uncollected items over deferred availability items. Items in process of col¬ 
lection which have not yet been credited to member-bank reserves (S744 
million) are paired, the asset (uncollected items) against the liability 
(deferred availability items) and eliminated. The net debit to uncollected 
items ($72 million), representing bills and checks in process of collection 
which have already been credited to member-bank reserves, covers the 
net claim of the Reserve banks against commercial banks on account of 

these items. , ., , 

(2) Federal Reserve notes issued by one Reserve bank and held Dy 
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another are not a net liability of the twelve banks as a whole. They are 
eliminated against Federal Reserve notes issued, and only the balance of 
the latter (S6,697 million) is extended to column 6. 

(3) Finally, balance sheet items that rarely show significant movements 

Table 13-4 

Reclassification of Items in Statement of Condition to Conform to 
Statement of Member-bank Reserves, Reserve Bank Credit, and 

Related Items, June 30, 1941 
(In millions of dollars) 



Fed. Res. 
balance sheet 

Adjustments 

Adjusted 

classification 

Accounts in statement 

Accounts in statement 







oj member-bank 

of condition 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

reserves and 
related items 


(1) 

(2) 

(3) 

(4) 

(*) | 

(6) 


Assets 








Gold certificates 

20.313 




>0.322 


Gold stock 

Redemption fund for Fed. i 

9 







Res. notes 

Other cash 

261 




261! 


Treasury currency 

Discounts and advances 

11 




11 


Discounts and ad van c 

U.S. govt, securities 

2.184 




2.184 


U.S. govt, securities 

Uncollected items 

816 



744(1) 

72 


Reserve-bank float 

Fed. Res. notes of other 

26 



26 (2) 




Fed. Res. banks 

Bank premises 

40 



40(3) 




Other ossots 

45 



45 (3) 




Liabilities and Nel Worth 
Fed. Res. notes issued 


6.723 

26 (2) 



6.697 

Money in circulation 

Member-bank reserves 

U.S. Treasurer-general 


13.051 




13,051 

Member-bank reserves 

account 


981 




981 

Treasury deposits 

Foreign deposits 


1,233 




1,233 

Foreign deposits 

Other deposits 


598 




598 

Other deposits 

Deferred availability items 


744 

744 (1) 




Other liabilities 


2 

2(3) 





Capital paid in 


141 

141 (3) 





Surplus 


184 

184 (3) 





Other capital accounts 
Other Fed. Res. accounts 


48 

48 (3) 

290 (3) 


290 

Other Fed. Res. accounts 

Totals 

23,705 

23.705 

1,145 

1.145 

22,850 

22,850 










and are not instruments of monetary policy are combined into a single 
item, called “other Federal Reserve accounts.” These are bank premises 
other assets, other liabilities, capital paid in, surplus, and other capital 
accounts. 

The data in columns 5 and 6 of Table 13-4 are carried to columns 1 
and 2 of Table 13-5. In columns 3 and 4 adjustments are made to include 
the accounts of the Treasury monetary funds, data on which are found 
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in the statement of U.S. money outstanding and in circulation, published 
monthly in the Federal Reserve Bulletin. These adjustments are described 
below. 

Entry (1). The gold stock ($20,322 million) in column 1 covers gold 
certificates held by the Federal Reserve banks. Gold of this value rests 
in the vaults of the Treasury as collateral against these certificates, and 

Table 13-5 

Derivation of Statement of Member-bank Reserves, Reserve Bank 

Credit, and Related Items, June 30, 1941 
(In millions of dollars) 



Federal 

Adjustment for 

Statement of 


Reserve 

Treasury 

member-bank 


statement 

monetary funds 

reserves, etc. 


Debit 

i 

Credit 


Credit 

Debit 

Credit 


(1) 

(2) 


(4) 

(5) 

(6) 

Gold stock 

20,322 


2,240(1) 


22,624 





62 (2) 




Treasury currency 

261 


2,888 (3) 


3,149 


Discounts and advances 

11 




11 


U.S. government securities 

2,184 




2,184 


Reserve bank float 

72 




72 


Money in circulation 


6,697 

13(4) 

62 (2) 


9,612 





2,866 (3) 



Member-bank reserves 


13,051 




13,051 

Treasury deposits 


981 




981 

Foreign deposits 


1,233 




1,233 

Other deposits 


598 




598 

Other Fed. Res. accounts 


290 




290 

Treasury cash 




2,240 (1) 


2,275 





22 (3) 







13(4) 



Totals 

22,850 

22,850 

5,203 

5,203 

28,040 

28,040 


it is this gold, rather than the certificates, that appears in the statement 
of member-bank reserves, Reserve bank credit, and related items. The 
gold certificates are eliminated, since they are assets of one member of 
the consolidated group (the Federal Reserve banks) against another 
(Treasury monetary funds). The eliminating entry does not appear spe¬ 
cifically in the table, but it is implicit in the change of name (in Table 
13-4) from “gold certificates” to “gold stock.” 

In addition to gold held as collateral against certificates, the Treasury 
has a small amount of “free gold” resulting from Treasury “profits” 
when gold was revalued in 1934. This gold is construed as origmaUy 
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belonging to “other Treasury,” which obtained it, as part of its ordinary 
operations, in purchases from raining companies or other sources. Al¬ 
though no cash actually passed hands, it is as if the Treasury monetary 
funds had bought the free gold from “other Treasury” with gold cer¬ 
tificates, just as it buys gold from Federal Reserve banks in the same 
manner. Free gold ($2,240 million) is debited to gold stock (of Treasury 
monetary funds). Contra-credit is made to “Treasury cash,” which 
represents the liability of Treasury monetary funds to “other Treasury” 
for the currency theoretically paid by the former to the latter in exchange 
for free gold. 

(1) Gold stock 2,240 

Treasury cash 2,240 

Entry (2). When title to monetary gold passed to the Treasury on 
January 30, 1934, all private holdings of gold certificates (i.e., currency 
notes in circulation redeemable in gold) were called in, to be exchanged 
for other lawful money. Not all such certificates were redeemed, and 
there is at present a small amount of gold in the Treasury as collateral 
for those still outstanding. They are probably owned by collectors, held 
abroad, or perhaps destroyed. According to the statement of United 
States money on June 30, 1941, $62 million of gold certificates was held 
by the public. The gold collateral for them is debited to gold stock (asset 
of Treasury monetary funds), and the value of certificates outstanding is 
credited to money in circulation (liability of Treasury monetary funds 
to the holders). 

(2) Gold stock 62 

Money in circulation 62 

Entry (3). In order to understand the accounting for Treasury cur¬ 
rency, let us at first suppose that there are no silver dollars or subsidiary 
coin, but that silver certificates (e.g., dollar bills) are the only circulating 
media issued by the Treasury. At a later point we shall extend our 
reasoning to include coins and other currency liabilities of the Treasury. 

Under the assumption made above, Treasury currency might easily be 
renamed “silver stock,” for it covers silver bullion held by the Treasury 
as collateral against silver certificates issued, and its accounting is similar 
to that for gold stock. The $261 million of Treasury currency in column 
1 represents, on the Reserve banks’ statement of condition, the silver 
certificates held as claims against the Treasury (just as the $20,322 
million above it represents gold certificates). For the statement of 
member-bank reserves, Reserve bank credit, and related items, this 
$261 million becomes the silver collateral held as an asset of Treasury 
monetary funds, since the silver certificates (like the gold certificates) are 
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eliminated in consolidation (as an asset of the Reserve banks and liability 
of Treasury monetary funds). 

In addition, the Treasury held $2,866 million of silver as collateral for 
silver certificates held by the public and S22 million of free silver. Treasury 
currency (i.e., silver stock) is debited $2,888 million. Like the few gold 
certificates still held by the public, the value of silver certificates out¬ 
standing is credited to money in circulation as a liability of Treasury 
monetary funds to the holders. The free silver is treated similarly to free 
gold. It is credited to Treasury cash, a liability of Treasury monetary 
funds to “other Treasury,” just as if the former had purchased silver 
from the latter, giving silver certificates in exchange. 

(3) Treasury currency 2,888 

Money in circulation 2,866 

Treasury cash 22 


This entry is not affected when we drop the assumption that the 
Treasury issues no other currency than silver certificates. For accounting 
purposes, silver coins in circulation are treated like silver certificates; 
that is, as if their silver content were held by theTreasury monetary funds 
as an asset (like the collateral for silver certificates) and Treasury mon¬ 
etary funds in turn had a liability to the holders for the face value of the 
coins. Thus the $2,866 million might have consisted of silver held in the 
Treasury as assets against which there were silver certificate liabilities 
(as was assumed above), or it might have consisted of the silver content 
of coins which was treated as an asset of the Treasury monetary funds, 
with an offsetting liability (money in circulation) to the holders of the 
coins. 

In fact, Treasury currency is a combination of the two, plus minor coin 
(5-cent and 1-cent pieces) and notes against which there is no silver 
collateral (such as United States notes). Treated as an asset of Treasury 
monetary funds, Treasury currency contains some “fictitious” values. 
In the first place, subsidiary coin is entered at its monetary (face) value 
rather than the cost of the bullion content, and the Treasury therefore 
registers a “profit” by minting it. Likewise, notes against which there 
is no silver collateral are treated as assets of Treasury monetary funds 
and liabilities to their holders, although in fact there is no real asset to 
support them. According to the statement of U.S. money on June 30, 
1941, Treasury currency of $3,149 million (in column 5 of Table 13-5) 
consisted of the following amounts (in millions of dollars): 


Silver bullion in the Treasury 

Silver coin (both in the Treasury and in circulation) 

Minor coin 

Notes in circulation against which no silver collateral is held 
Total 


$1,436 

994 

199 

520 

$3,149 
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Of these amounts, only silver bullion and part of the value of silver coin 
can in any ordinary sense be construed as assets; the remainder become 
assets of Treasury monetary funds by virtue of the sovereign authority 
of the government in declaring that they have monetary value. Their 
treatment as monetary assets implies that Treasury monetary funds have 
a liability to holders of all coin and notes included, which Uability, in 
so far as the public is concerned, is expressed by the credit (of S2,866 
million) to money in circulation. 

Entry (4). Money in circulation (S6,697 million) in column 2 of Table 
13-5 covers Federal Reserve notes issued, which are liabilities of the 
Federal Reserve banks. Not all are held by the public, however, for— 
according to the statement of United States money—$13 million was 
held by the Treasury on June 30, 1941. This amount must be treated as 
a liability, not to the public, but to “other Treasury.” It is debited to 
money in circulation and credited to Treasury cash. Thus money in 
circulation ($9,612 million) covers currency liabilities of both Federal 
Reserve banks and Treasury monetary funds to the general public, while 
Treasury cash covers their currency liabilities to “other Treasury.” 

(4) Money in circulation 13 

Treasury cash 13 


The statement of member-bank reserves, Reserve bank credit, and 
related items appears as Table 13-6, with data from columns 5 and 6 of 
Table 13-5. It is a consolidated balance sheet of the twelve Federal 
Reserve banks and the monetary accounts of the Treasury. Statements 
of condition and of member-bank reserves, Reserve bank credit, and 
related items are prepared every day by the Federal Reserve. Wednesday 
statements are published every Friday in the financial sections of many 
newspapers and appear, together with month-end statements, in the 
Federal Reserve Bulletin. 


Table 13-6 

Statement of Member-bank Reserves, Reserve Bank Credit, and 

Related Items, June 30, 1941 
(In millions of dollars) 


Assets 

Reserve bank credit: 
Discounts and 
advances 
U.S. government 
securities 

Reserve bank float 
Gold stock 
Treasury currency 
Total 


$ 11 
2,184 

_72 $ 2,267 

22,624 

3,149 

$28,040 


Liabilities 


Money in circulation 
Member-bank reserves 
Treasury cash 
Treasury deposits 
Foreign deposits 
Other deposits 

Other Federal Reserve accounts 
Total 


$ 9,612 
13,051 
2,275 
981 
1,233 
598 
290 
$28,040 
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In order to examine the factors involved in a change in member-bank 
reserves during a period of time, the statement is often prepared in 
comparative form, with emphasis on member-bank reserves as a residual. 
Such an arrangement appears in Table 13-7, in which the statement for 
June 30, 1941 (from Table 13-6) is compared with that for December 

Table 13-7 

Comparative Statements of Member-bank Reserves, Reserve Bank 
Credit, and Related Items, December 31, 1940 and June 30, 1941 

(In millions of dollars) 



Dec. 31, 
1940 

June 30, 
1941 

Changes tending to 


Increase 

reserves 

Reduce 

reserves 

Reserve-bank credit: 

Discounts and advances 

U.S. government securities 
Reserve bank float 

Gold stock 

Treasury currency 

S 11 

2,184 

80 

21,995 

3,087 

$ ii 

2,184 

72 

22,624 

3,149 

$629 

62 

$ 8 

Total 

$27,357 

$28,040 



Money in circulation 

Treasury cash 

Treasury deposits 

Foreign deposits 

Other deposits 

Other Fed. Res. accounts 

$ 8,732 
2,213 
369 
1,133 
600 
284 

$ 9,612 
2,275 
981 
1,233 
598 
290 

2 

880 

62 

612 

100 

6 

Total 

$13,331 

$14,989 

$693 

$1,668 
693 

Member-bank reserves 

$14,026 

$13,051 


$ 975 

Of which: 

Required 

Excess 

$ 7,411 
6,615 

$ 7,841 
5,210 


+ $ 430 
- 1,405 


31, 1940. Increases in assets and decreases in liabilities (except member- 
bank reserves)—i.e., debit entries—are construed as factors tending to 
increase member-bank reserves, while decreases in assets and increases 
in liabilities (except member-bank reserves)—i.e., credit entries—are 
construed as factors tending to reduce member-bank reserves. Thus 
expansion of Reserve bank credit (new discounts and advances, open- 
market purchases of government securities, and increases in float) and 
acquisitions of gold and silver by the Treasury tend to increase reserves, 
or, if they are negative, to reduce them. They may, however be offset by 
increases in liabilities (other than member-bank reserves), which are 
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factors tending to reduce reserves. Thus the monetary expansion implicit 
in an increase in assets may—as happened in the six-month period 
illustrated in Table 13-7—be mopped up, or more than mopped up, by 
increases in money in circulation, Treasury cash and deposits, and other 
liabilities, with a resulting net decline in member-bank reserves. No 
single movement in any asset or liability can by itself be directly related 
to member-bank reserves. Only when the entire statement is studied as a 
whole is it feasible to conjecture, on the basis of possible contra-entries, 
on the effect of movements in any one item (e.g., open-market purchases 
of securities) on member-bank reserves. 

CONSOLIDATED CONDITION STATEMENT FOR BANKS AND THE 

MONETARY SYSTEM 

While the Reserve bank statement of condition and the statement of 
member-bank reserves, Reserve bank credit, and related items are valu¬ 
able indicators of the workings of monetary policy and its effect on 
member-bank reserves, they do not provide information on the operations 
of the monetary system as a whole. It was indicated earlier in this chapter 
that an inspection of condition statements (balance sheets) of commercial 
banks is necessary to discover the effect of monetary policy on the amount 
of deposit money at the disposal of the public. 

In order to provide a statement reflecting the transactions of all 
institutions with the power to create money of any sort, the Federal 
Reserve Board regularly publishes a condition statement of banks and 
the monetary system, which is a consolidated balance sheet of the twelve 
Federal Reserve banks, the Treasury monetary funds, postal savings 
system, and all commercial and savings banks. The asset side covers 
ultimate monetary reserves (gold, silver, and other Treasury currency 
belonging to Treasury monetary funds) and loans and security holdings 
of all banks, while the liabilities include all issues of currency and coin 
and bank deposits held by the government, the public, and foreigners. 
All claims among institutions within the consolidation—such as member- 
bank reserves (which are assets of member banks and liabilities of Federal 
Reserve banks)—are eliminated. 

The consolidated condition statement for banks and the monetary 
system on June 30, 1941 appears in Table 13-8. In a study of this state¬ 
ment, the following facts should be noted: 

1. Gold, Treasury currency, government obligations held by Federal 
Reserve banks, U.S. government deposits at Federal Reserve banks, and 
Treasury cash are the same in this statement as they are in the statement 
of member-bank reserves, Reserve bank credit, and related items (Table 
13-6). 
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2. The government, however, has deposits at commercial and savings 
banks ($752 million) in addition to those in Federal Reserve banks. 

3. Loans include all bank loans to institutions outside the consolidated 
group, but loans within the group—including Federal Reserve loans to 
member banks (discounts)—are eliminated. 

4. Currency outside banks (S8,204 million) is less than money in 
circulation ($9,612 million) as shown in Table 13-6, because the latter 
includes currency held by banks; i.e., liabilities of the Federal Reserve 
banks and Treasury monetary funds to commercial and savings banks. In 


Table 13-8 

Consolidated Condition Statement for Banks and the Monetary 

System, June 30, 1941 
(In millions of dollars) 


Assess 


Liabilities 


Gold 

822,624 

Deposits and currency: 


Treasury currency 

3,149 

U.S. government deposits: 


Loans 

25,305 

At Federal Reserve banks 

8 981 

U.S. government obligations: 


At commercial and savings 


Commercial and savings banks 

23,539 

banks 

752 

Federal Reserve banks 

2,184 

Demand deposits 

37,317 

Other 

1,261 

Time deposits 

27,879 

Other securities 

9,098 

Currency outside banks 

8,204 



Foreign deposits 

1,956 



Treasury cash 

2,275 



Capital and miscellaneous 




accounts 

7,796 

Total 

S87.160 

Total 

887,160 


Table 13-8, however, these holdings have been eliminated in consolidation, 
and only currency held outside the banking system remains. 

5. Foreign deposits ($1,956 million) are greater than foreign deposits 
in Table 13-6 ($1,233 million) because the latter cover only deposits in 
the Federal Reserve banks, whereas the former include those in com¬ 
mercial and savings banks as well. 

6. By presenting an all-inclusive picture of the institutions providing 
money and credit, the consolidated condition statement covers the 
relationships between ultimate monetary reserves (gold and silver) and 
banking credit on the one hand (assets), and the volume and types of 
circulating media on the other (liabilities). Nevertheless, it is not a 
substitute for the statement of member-bank reserves, Reserve bank 
credit, and related items, for it does not give details on transactions 
between the Reserve banks and member banks (including movements 
in member-bank reserves), which are of primary significance in monetary 


analysis. . • 

The present chapter is intended only as a survey of accounting pnnci- 
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pies for statements covering the monetary system. The student wishing 
to study these statements in more detail should consult sections 9 and 10 
of Banking and Monetary Statistics.' These sections contain a detailed 
discussion of the content of major items in the statement of member-bank 
reserves, Reserve bank credit, and related items, including (on page 
367) the statement of condition of the twelve Federal Reserve banks, the 
statement of United States money (i.e., assets and liabilities of Treasury 
monetary funds), and the statement of member-bank reserves, Reserve 
bank credit, and related items on June 30, 1941. Since the present chapter 
also illustrates the statements of that date, the adjusting entries appear¬ 
ing here (in Table 13-5) may be used to reconcile the basic statements in 
Banking and Monetary Statistics. The consolidated condition statement 
for banks and the monetary system was first published by the Federal 
Reserve Board in January 1948, and a detailed discussion of it appears in 
the Federal Reserve Bulletin of that date. 


PROBLEMS 

Problem 1 

The Thirteenth Federal Reserve Bank, whose transactions in the year 19B are 
discussed in the present chapter, continued operations during 19C. In the latter 
year, however, full employment had been reached in the United States, and the 
Treasury and Federal Reserve Board were beginning to fear inflation. Both 
Treasury fiscal policy and Federal Reserve monetary policy were designed to 
curb private investment. 

The Thirteenth Federal Reserve Bank engaged in the following transactions 
during 19C: 

(1) Owing to higher discount rates, member banks began liquidating their 
discounts and advances from the Thirteenth Bank. Net repayments of S180 were 
made during the year. 

(2) The Treasury collected $328 in taxes from residents of the thirteenth 
district. This amount was first deposited in member banks and later transferred 
to the Thirteenth Reserve Bank. 

(3) The Treasury redeemed $279 of its securities on the open market, paying 
for them by checks drawn on its account with the Thirteenth Bank. Recipients 
deposited the proceeds in member banks. 

(4) The Thirteenth Bank sold $411 of government securities in the open 
market. Purchasers paid for them by checks drawn on member banks. 

(5) The Thirteenth Bank also sold $155 of government securities directly to 
member banks. 

(6) Member banks with excess till money deposited $170 in currency with the 
Thirteenth Bank, consisting of $130 of Federal Reserve notes issued by the 
Thirteenth Bank, $5 of Federal Reserve notes issued by other banks, and $35 of 
Treasury silver certificates. 

7 Federal Reserve Board, 1943. 
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(7) The Treasury spent S85 for current operations, paid by checks drawn on its 
account with the Thirteenth Bank. The recipients deposited the proceeds in 
member banks. 

(8) The Board of Governors announced that the New York Federal Reserve 
Bank had paid (by a transfer of gold certificates) the remaining SI of uncollected 
items forwarded to it by the Thirteenth Bank during 19B. 

(9) Foreign central banks withdrew, in gold, S8 from their deposits with the 
Thirteenth Federal Reserve Bank. The Thirteenth Bank obtained this gold from 
the Treasury and arranged to have it placed in foreign earmark account in 
New York. 

(10) The Thirteenth Bank added S2 in gold certificates to the redemption fund. 

(11) Importers requested member banks to provide drafts of S235 to pay for 
goods purchased from foreigners. Under the exchange regulations of the foreign 
countries concerned, these drafts were paid into their central banks, with conse¬ 
quent increases in deposits of the latter with the Thirteenth Bank. (The foreign 
central banks paid the exporters in local currency.) 

(12) Exporters received checks of SI20, drawn on accounts of foreign central 
banks with the Thirteenth Bank, which they deposited with member banks. 
(The foreign importers were required to pay their central banks in local currency.) 

(13) Foreign central banks requested that $18 of the gold earmarked in their 
names in New York be deposited to their accounts in the Thirteenth Bank. 

(14) American businessmen paid S3 in consular fees to foreign consular offices 
in the United States. Payments were made by check on deposits in member 
banks. The consulates forwarded the proceeds to the Thirteenth Bank, with the 
request that they be credited to the accounts of their respective governments. 

(15) Foreign governments purchased S5 of merchandise and services in the 
United States, paying for them by drawing on their accounts with the Thirteenth 
Bank. Sellers deposited the proceeds in member banks. 

(16) Other Federal Reserve banks forwarded $8 of checks, drawn on member 
banks in the thirteenth district, to the Thirteenth Bank for collection. The 
Thirteenth Bank was able to give immediate credit for only S6, since the remain¬ 
ing $2 had to be collected from country banks. 

(17) Although none of the S2 had been collected from the country banks by the 
end of the year, the Thirteenth Bank was nevertheless required to settle SI of this 
amount with other Federal Reserve banks, since the time schedule had run out. 
Under the operation of this schedule, each Federal Reserve bank is allowed only a 
certain period for collection of items before it is required to credit the Reserve 
bank from which they were forwarded, in the same manner in which the forward¬ 
ing Federal Reserve bank (as explained in the current chapter) has only a limited 
period in which to credit the member banks originally receiving the items. 

(18) The Thirteenth Bank issued S82 of new Federal Reserve notes to member 
banks. 

(19) Member banks paid $2 from their reserves to nonmember clearing banks 
maintaining deposits with the Thirteenth Bank. 

(20) The Thirteenth Bank charged S6 to member banks and $2 to nonmember 
banks for interest and other services rendered. 
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(21) The Thirteenth Bank paid cash expenses of So, which recipients deposited 
in member banks. It also charged depreciation according to the same schedule 
as in the preceding year. 

(22) Since its earnings had not been as high as expected, the Thirteenth Bank 
was able to pay only half the stipulated dividend during 19C. 

Directions 

1. Prepare a statement of condition of the Thirteenth Federal Reserve Bank 
on December 31, 19C. 

2. Explain the effects of transactions (4) and (5) on the balance sheets of 
member banks. 

3. What additional information would be needed before the success or failure 
of the tight money policy in 19C can be measured? 

Problem 2 

Let us assume that the combined balance sheets of the twelve Federal Reserve 
banks appeared as follows on December 31, 19X (in millions of dollars): 




Gold certificates 

$31,817 

Redemption fund—Federal Reserve notes 

13 

Other cash 

422 

Discounts and advances 

187 

U.S. government securities 

5,923 

Uncollected items 

1,112 

Fed. Res. notes of other Fed. Res. banks 

34 

Bank premises 

50 

Other assets 

57 

Total assets 

$39,615 

Liabilities and Net Worth 


Federal Reserve notes issued 

$11,129 

Member-bank reserves 

23,694 

U.S. Treasurer—general account 

1,017 

Foreign deposits 

1,644 

Other deposits 

725 

Deferred availability items 

819 

Other liabilities 

7 

Capital paid in 

236 

Surplus 

292 

Other capital accounts 

52 

Total liabilities and net worth 

$39,615 


In addition, the following information is available from the circulation state¬ 
ment of U.S. money on December 31, 19X: 

(1) Free gold of $3,112 million was carried in the Treasury. 

(2) There was $54 million of gold certificates in the hands of the public. 

(3) Treasury currency of $4,696 million had been issued. Of this amount, 



232 


INDIVIDUAL ENTERPRISE ACCOUNTS 


however, S34 million was held by the Treasury. The remainder was held by the 
Federal Reserve banks and the public. 

(4) The Treasury held $17 million of Federal Reserve notes. 

Directions 

Prepare a statement of member-bank reserves, Reserve bank credit, and 
related items as of December 31, 19X. 



PART II 


AGGREGATE ACCOUNTS 
























CHAPTER 14 


CONSOLIDATED STATEMENTS: I. BUSINESS ACCOUNTS 


While accounts of individual businesses provide data on their own 
operation, a consideration of broader economic questions demands state¬ 
ments covering larger groups. For example, an oil combine may have a 
far-flung domain, with producing companies on three continents and 
markets in all corners of the earth. The unified management and policies 
governing such an empire require accounting statements for the group 
as a whole, rather than those of member companies alone. Economists 
seeking answers to such questions as “How will business act?” and 
“What are consumers doing?” need statements of the economic activity 
of all businesses and all consumers rather than of individual enterprises 
and persons. 

Consolidated statements are designed to meet these needs. In them, 
two or more units of account are combined, with interunit transactions 
eliminated, so that only the relationships of the group vis-^-vis outsiders 
remain. Balance sheets, profit and loss statements, statements of surplus, 
sources and uses of funds, and any other device portraying the trans¬ 
actions of a single unit may ordinarily be consolidated with those of other 
homogeneous units. Separate accounting records are usually maintained 
for the component units, to provide the possibility of either individual or 

consolidated statements. The latter are generally derived from the 
former. 


Both business and social accounts require consolidated statements. On 

groups as parent 

and subsidiary companies, or home office and branches. A parent com- 
pany and its subsidiaries are legally distinct, and each needs separate 

toe to t0 ? Crib t ^ le F al “ d eC ° n0mic with 

the rest of the group and with outsiders. The group as a whole however 

“u y the e a r 8 T ( “" a " y integrated that consolidated statements alone 
teU the story of its operations and financial condition. A home office and 

ta branches, on the other hand, are legally the same company but if 

reouir° P f dlfferent loca lities and exploit different markets they 
l7Tr ate accounts - Consolidated statements serve those purposes 
“ WlUCh the C ° mpany must be ™™>d an economic and finand J uit 

235 
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Most social accounting statements are consolidated. They describe the 
transactions of a community as a whole or of individual sectors within 
it, such as households (consumers), business enterprises, and governments 
(local, state, and Federal). In earlier chapters we have prepared social 
accounting statements for individual units, but only as an educational 
device relating business and social accounting concepts. Social accounts 
will be derived in subsequent chapters as consolidations of statements 
whose structures have already been covered on an individual-enterprise 
basis. 

The current chapter describes the consolidation of business accounting 
statements. It is not an exhaustive study, since very intricate relation¬ 
ships exist among business enterprises, a full discussion of which would 
require more attention than is feasible here. Let us confine ourselves 
instead to relatively simple balance sheet and profit and loss statements. 
While the student familiar only with these illustrations will not have 
equipped himself to do more advanced problems in consolidations, he 
should nevertheless understand the general principles by which they are 
solved, and he will not be a total stranger in analyzing their economic and 
financial story. 


THE CONSOLIDATED BALANCE SHEET 

The principles of consolidated balance sheets are presented in four 
tables and accompanying text. Tables 14-1 and 14-2 cover the case of a 
parent company with a 100 per cent interest in a subsidiary; Table 14-1 
shows the accounts at the date of purchase and Table 14-2 the accounts 
one year later. In Tables 14-3 and 14-4 we assume that the same parent 
company acquires only a 75 per cent interest in the same subsidiary; 
Table 14-3 shows the accounts on the date of purchase and Table 14-4 
one year later. 

Table 14-1: Consolidation at Date of Acquisition; 100 Per Cent 

Purchase of Subsidiary at Book Value 

Let us suppose that a business enterprise, whose balance sheet appears 
in columns 1 and 2 of Table 14-1, purchases for §1,000 all the common 
stock of the company with balance sheet in columns 3 and 4. The net 
worth of the subsidiary is §1,000 (stock of §800 and surplus of §200). 
Because cost to the parent company is equal to net worth on the books 
of the subsidiary, the purchase is said to have been made at book 

value, # . 

All that is necessary for consolidation is (1) to eliminate the inter- 

company investment (columns 5 and 6) and (2) to add the balance sheets 

together (columns 7 and 8). The parent company’s asset is credited 
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(column 6), and the subsidiary company’s capital stock and surplus are 
debited (column 5). 


Table 14-1 

Balance Sheet. Consolidation Worksheet at Date of Acquisition; 
100 Per Cent Purchase of Subsidiary at Book Value 



Parent company 

Subsidiary 

Eliminations 

Consolidated 



Lia¬ 


Lia - 




Lia¬ 



bilities 


bi lilies 




bilities 


Assets 

and 

Assets 

and 

Debit 

Credit 

Assets 

and 



net 


net 




net 



worth 


worth 




worth 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

Investment in sub¬ 









sidiary 

1,000 





1,000 



All other assets 

10,000 


6,000 




16,000 


Liabilities 


8,000 


5,000 




13,000 

Common stock 


2,000 


800 

800 



1SS1 

Surplus 


1,000 


200 

200 



BO 

Totals 

11,000 

11,000 

6,000 

6,000 

1,000 

1,000 

mm 

16,000 








mrnrnm 



The consolidated balance sheet, in columns 7 and 8, is an algebraic 
addition of the six preceding columns. It tells us that the parent company 
and subsidiary as a unit own $16,000 in real assets or claims against 
outsiders (claims against each other, in the form of intercompany stock¬ 
holdings, having been eliminated), have liabilities of S13.000 to outsiders 
and common stock of $2,000 held by outsiders, with a surplus of $1,000. 

Table 14-2: Consolidation Subsequent to Date of Acquisition; 

100 Per Cent Purchase of Subsidiary at Book Value 

This illustration is a sequel to Table 14-1; it concerns the same enter¬ 
prises one year after the acquisition of the subsidiary company by the 
parent. Certain transactions have taken place in the meantime. The 
subsidiary, which is a manufacturing company, has sold output to both 
the parent company and outsiders. For this, it has earned a profit of 
$400, which (assuming no other entries in surplus) has caused an increase 
in surplus from $200 to $600. The parent company, a trading company 
only, has purchased all its inventory from the subsidiary. It has also 
made sales at a profit, and has increased its surplus from $1,000 to 
$2,200. During the year the parent company loaned the subsidiary $500, 
which appears on the balance sheets of both at the year end. Certain 
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other changes in assets and liabilities, which are not of significance to 
the illustration, have also taken place. 

In eliminating the investment in the subsidiary (asset) against its net 
worth, we must distinguish between surplus purchased and surplus earned 
subsequent to purchase. When the parent company acquired the sub¬ 
sidiary, it bought a surplus of S200, representing earnings of the subsidiary 
prior to its union with the parent company. In the following year the sub¬ 
sidiary added $400 to its surplus. Subsidiary earnings since acquisition are 
included in consolidated surplus, 1 which is the surplus of the two com¬ 
panies considered as a single unit. Only the $200 of surplus at acquisition 
is eliminated in entry (1) of Table 14-2, which is therefore the same as the 
elimination entry at acquisition (see Table 14-1). 


(l) 


Common stock 
Surplus 

Investment in subsidiary 


800 

200 


1,000 


The loan of $500 from parent company to subsidiary is neither an 
asset nor a liability of the consolidated group, since it is neither owed to 
nor by an outsider. Its elimination involves a credit to the asset and a 
debit to the liability. 


( 2 ) 


Loan from parent 

Loan to subsidiary 


500 


500 


Consolidated balance sheet values reflect cost to the group rather than 
to an individual member. The parent company’s inventory ($2,000) was 
purchased from the subsidiary. Let us suppose, however, that manu¬ 
facturing cost (to the subsidiary) was only $1,900. In the consolidated 
balance sheet this inventory must be valued at $1,900 rather than 
$2,000, since the former is its cost to the group as a whole. Thus $100 
of intercompany profits is eliminated from inventory by a credit. Likewise, 
the profits of the subsidiary are reduced by a $100 debit to surplus. 

(3) Surplus 100 

Inventory 100 

The elimination of intercompany profit applies only to inventories 
(or other assets, such as machinery and equipment) appearing on the 
balance sheet of a member of the group. Once merchandise has been 
resold to outsiders, no intercompany profits should be eliminated. Let us 
suppose that a subsidiary produced goods at a cost of $100, which it sold 
to its parent company for $120. If the parent company has not resold 
them, intercompany profits of $20 must be eliminated. However, if the 
parent company has resold that inventory for $135, there is a total profit 
i Except that intercompany profits in inventories are eliminated. This is explained 
in entry (3), below. 
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to the group of $35 (final sales value by the parent company of $135 minus 
original cost to the subsidiary of S100). This $35 is divided into sub¬ 
sidiary profit of S20 and parent company profit of $15, both of which 
must be included in consolidated profit. 

Elimination entries appear in columns 5 and 6 of Table 14-2, and the 
consolidated balance sheet is extended to columns 7 and 8. It tells the 
following story: 

Inventories acquired at a cost of $2,900 to the group (the amount paid 
by whichever company originally acquired them) were held at the year 
end by the group (whether by the parent company or subsidiary is not 
indicated). Other assets of $14,100 and liabilities of $12,500 represent the 


Table 14-2 

Balance Sheet. Consolidation Worksheet Subsequent to Date of 
Acquisition; 100 Per Cent Purchase of Subsidiary at Book Value 



Parent 

Subsidiary 

Eliminations 

Consolidated 


company 









Lia¬ 


Lia¬ 




Lia¬ 



bilities 


bilities 




bilities 


Assets 

and 

Assets 

and 

Debit 

Credit 

Assets 

and 



net 


net 




net 



worth 


worth 




worth 


, a) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

Inventories 

2,000 


1,000 



100 (3) 

2,900 


Investment in sub¬ 









sidiary 

1,000 





1,000(1) 



Loan to subsidiary 

500 





500 (2) 



All other assets 

8,200 


5,900 




14,100 


Loan from parent 




500 

500 (2) 




All other liabilities 


7,500 


5,000 




12,500 

Common stock 




800 

800 (1) 



2,000 

Surplus 




600 

200 (1) 



2,500 



hi 



100 (3) 




Total 

11,700 

11,700 

6,900 

6,900 

1,600 

1,600 

17,000 

17,000 


holdings and debts of the group vis-k-vis outsiders. The common stock 
owned by outsiders (the stockholders of the parent company) was $2,000; 
their investment had earned undistributed profits (consolidated surplus) 
of $2,500. The statement does not indicate the breakdown of consolidated 
surplus, but we know from the preceding columns of Table 14-2 that it 
consists of $2,200 of parent company surplus, plus $400 of surplus earned 
by the subsidiary subsequent to its acquisition, minus $100 of spurious 
inventory profit included in the subsidiary accounts. 
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Table 14-3: Consolidation at Date of Acquisition; 76 Per Cent 
Purchase of Subsidiary at Greater Than Book Value 

This illustration is the same as Table 14-1, with two exceptions: (1) it 
is assumed that only 75 per cent of the outstanding stock of the subsidiary 
is purchased by the parent company, and (2) the price paid for that stock 
is greater than book value (i.e., greater than 75 per cent of the combined 

value of common stock and surplus on the subsidiary company’s balance 
sheet). 

The parent and subsidiary company balance sheets are shown in the 
first four columns of Table 14-3. Unlike the earlier illustrations, however, 
their respective net worth accounts are entered on separate lines, and 
subsidiary common stock and surplus are divided into the portion 
purchased by the parent company and the minority interest. Subsidiary 
common stock amounts to $800, of which the parent company interest is 
75 per cent, or $600, and the minority interest 25 per cent, or $200. The 
parent company also has a 75 per cent share, known as an equity, in the 
surplus of the subsidiary, which is therefore divided into parent company 
equity of $150 and minority equity of $50. Total book value of the parent 
company’s purchase is $750 ($600 common stock plus $150 equity in 
surplus). For this amount the parent company paid $1,200, shown in 
column 1 as investment in subsidiary. 

Many reasons are possible why the parent company paid more than 
book value for its interest in the subsidiary. The replacement value of 
the subsidiary’s fixed assets may have been greater than their cost as 
shown on the books, and the accountants of the subsidiary may never 
have revalued them upward. Or subsidiary net profit may be expected 
to increase in the future, so that the earning power of its net worth is 
greater than that shown on the books. The subsidiary may be the missing 
link in an integrated chain of production and sales, which the parent 
company was willing to buy almost regardless of cost. Finally, the sub¬ 
sidiary may already have an established market, with a good clientele, 
so that the capitalized value of its present earnings is greater than the 
book value of its net assets. 

As part of the entry eliminating intercompany investment, it is 
necessary to debit an asset account for whatever value the parent com¬ 
pany feels it has purchased over and above the book value of the sub¬ 
sidiary’s net assets. The investment in subsidiary is eliminated by a credit 
of $1,200, with contra-debits of $600 to subsidiary common stock and 
$150 to subsidiary surplus (parent company equity). The difference 
between debit and credit eliminations ($450) is the excess value paid by 
the parent company. A determination of the many possible reasons for 
this excess would require an examination of the subjective feelings of buyer 
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and seller. Business accountants ordinarily assume that it arises because 
the subsidiary has acquired increased earning power from goodwill, which 
is being purchased along with its other assets. 


Table 14-3 

Balance Sheet. Consolidation Worksheet at Date of Acquisition; 
75 Per Cent Purchase of Subsidiary at Greater Than Book Value 



Parent 

company 

Subsidiary 

Eliminations 

Consolidated 



Lia¬ 


Lia¬ 




Lia¬ 



bilities 


bilities 




bilities 


Assets 

and 

Assets 

and 

Debit 

Credit 

Assets 

and 



net 


net 




net 



worth 


worth 




worth 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

Investment in subsidiary 
Goodwill 

1,200 




450 

1,200 

450 


All other assets 

9,800 


6,000 




15,800 


Liabilities 


8,000 

5,000 




13,000 

Parent company net 








worth: 

Common stock 


2,000 






2,000 

Surplus 


1,000 






1,000 

Subsidiary net worth: 









Common stock: 









Owned by parent 




600 

600 




Minority interest 
Surplus: 




200 




200 

Parent company 









equity 




150 

150 




Minority interest 




50 



50 

Total 

11,000 

11,000 

6,000 

6,000 

1,200 

1,200 

16,250 

16,250 


Let us suppose the company accountants decide upon this treatment. 
The entry to eliminate intercompany investment and record goodwill 
is as follows: 


Goodwill 

Subsidiary common stock (owned by parent) 
Subsidiary surplus (parent company equity) 
Investment in subsidiary 


450 

600 

150 

1,200 


This entry appears in columns 5 and 6 of Table 14-3. The consolidated 
balance sheet, in columns 7 and 8, is the algebraic cross addition of 
columns 1 to 6, inclusive. It tells us book values of assets and liabilities 
wnen acquired by the group. Since conservative accountants record 
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goodwill only when purchased, the $450 is not entered on the books of the 
subsidiary company but appears only in consolidated statements (where 
the purchase of the subsidiary by the parent company is recognized). 
Consolidated net worth accounts include book values of all stock held 
by outsiders in any part of the consolidated unit. These cover $2,000 of 
common stock and $1,000 of surplus of the parent company, and the 
minority interest in the subsidiary of $200 common stock and $50 surplus. 


Table 14-4: Consolidation Subsequent to Date of Acquisition; 

76 Per Cent Purchase of Subsidiary at Greater Than Book Value 

Table 14-4 concerns the same parent and subsidiary companies as 
Table 14-3, but their accounts are shown one year subsequent to acqui¬ 
sition. Transactions during the year are the same as in the earlier illus¬ 
tration (Table 14-2). The parent company has increased its surplus by 
profits of $1,200, and the subsidiary by profits of $400. In addition, the 
parent company has loaned the subsidiary $500, which appears as an 
asset on the parent company balance sheet and a liability for the sub¬ 
sidiary. Other assets and liabilities reflect certain changes during the 
year, but the common stock accounts of both companies are the same as 
a year ago. 

As in Table 14-2, the elimination of subsidiary surplus consists only 
of the portion purchased and not the increment earned subsequent to 
purchase. Both surplus at acquisition and surplus earned subsequently 
are divided into parent company and minority equities, as shown below. 



Parent company 

Minority 

Total 


equity 

equity 

Surplus at acquisition 

Increase subsequent to acquisition 

Total 

$150 (eliminated) 
300 

$ 50 

100 

$200 

400 

$450 

$150 

$600 


The parent company's equity of $300 in the increase in subsidiary 
surplus subsequent to acquisition is slated to become part of consolidated 
surplus (subject to adjustment for intercompany profits). Since the only 
surplus to be eliminated is that purchased by the parent company a year 
ago, elimination entry (1) is the same as that made at acquisition (in 

Table 14-3). 



Goodwill 

Subsidiary common stock 
Subsidiary surplus—parent’s equity 
Investment in subsidiary 


450 

600 

150 

1,200 
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Table 14-4 

Balance Sheet. Consolidation Worksheet Subsequent to Date or 
Acquisition; 75 Per Cent Purchase of Subsidiary at Greater Than 

Book Value 



Parent 

company 

Subsidiary 

Eliminations 

Consolidated 



Lia¬ 


Lia¬ 




Lia¬ 



bilities 


bilities 




bilities 


Assets 

and 

Assets 

and 

Debit 

Credit 

Assets 

and 



net 


net 




net 



worth 


worth 




worth 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

Inventories 
Investment in sub¬ 

2,000 


1,000 



75 (3) 

2,925 


sidiary 

1,200 





1,200(1) 



Loan to subsidiary 

500 





500 (2) 


• 

Goodwill 

All other assets 

Loan from parent 

8,000 


5,900 

500 

450 (1) 

500 (2) 

450 

13,900 




All other liabilities 
Parent company net 


7,500 


5,000 



12,500 


worth: 

Common stock 
Surplus 


2,000 

2,200 






2,000 

2,200* 

Subsidiary net 








worth: 

Common stock: 









Owned by 









parent 

Minority 




600 

600 (1) 




interest 




200 




200 

Surplus: 








Parent com¬ 









pany equity 




450 

150(1) 
75 (3) 



225- 

Minority 








interest 




150 




150 

Totals 

11,700 

11,700 

6,900 

6,900 : 

1,775 

1,775 

17,275 

17.275 


* These two items together constitute consolidated surplus of $2,425. 


TaMeTi! ^ ^ intercompany loan 13 eliminated, just as it was in 



Loan from parent 

Loan to subsidiary 


500 

500 
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The elimination of intercompany profits of a not wholly owned sub¬ 
sidiary poses a new question. The parent company paid $2,000 for 
merchandise that had cost the subsidiary SI,900. Of the $100 gross 
margin earned by the subsidiary, only $75 increased the parent company 
equity in subsidiary surplus; the remaining $25 increased the minority 
equity. The minority stockholders consider that their share of the profit 
has been fully realized, because the goods have been sold to a company 
(the parent) in which they have no financial interest and which to them 
is an outsider. Likewise, the parent company considers the minority 
stockholders as outsiders. The consolidated statement treats the inventory 
as if 25 per cent had been purchased from outsiders (the minority owners) 
and only 75 per cent is an intercompany purchase. Elimination of inter¬ 
company profits covers only the parent company’s equity (75 per cent) 
in the profits of the subsidiary. The entry follows: 

(3) Subsidiary surplus—parent's equity 75 

Inventory 75 

Inventory is valued in the consolidated balance sheet at $2,925, con¬ 
sisting of the subsidiary’s inventory of $1,000, plus the parent company’s 
inventory of S2,000, minus its equity in intercompany inventory profits 
(75 per cent of $100). 

In entry (3) the inventory elimination was debited to subsidiary 
surplus—parent company’s equity. In fact, however, the debit cannot 
be readily assigned to either parent company or subsidiary surplus, since 
the elimination does not exist if the two enterprises are considered 
separately. It is, rather, an adjustment of consolidated surplus. Con¬ 
solidated surplus consists of parent company surplus plus parent company 
equity in subsidiary surplus since acquisition, adjusted for intercompany 
inventory profits. Minority interests in stock and surplus are often com¬ 
bined into one item. In that case the net worth section of the consolidated 
balance sheet appears as follows: 


Net worth: 

Common stock (1,000 shares issued and outstanding) 
Consolidated surplus 
Minority interest in subsidiary 


$2,000 

2,425 

350 

$4,775 


Consolidated surplus ($2,425) is the sum of the parent company surplus 
of $2,200 and the parent company equity in subsidiary surplus of $2 . 

The minority interest ($350) consists of stockholdings of $200 and equity 
in surplus of $150. All figures may be traced to the final column o 


Table 14-4. 

The more 
consolidated 


complex intercompany holdings are, the more complicated 
balance sheets will be. If a parent company has purchased 
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stock of a subsidiary at different dates over a period of years, the elimi¬ 
nation of subsidiary surplus at acquisition depends on the different 
proportions purchased each time. If the parent company has both 
purchased and sold subsidiary stock at different dates, the stock sold 
must be written off on a fifo basis and elimination of subsidiary surplus 
adjusted accordingly. A parent company may own a subsidiary which in 
turn owns one or more other subsidiaries; subsidiaries on various levels 
may hold stock of each other and of the parent company. Intercompany 
inventory purchases in such a structure require an elaborate adjustment 
for profit elimination. If many such interrelationships exist in the same 
group of companies, consolidation becomes something of a mathematical 
feat. The elimination entries, however, are made according to the same 
basic principles as in the simpler illustrations above, adapted as necessary 
to cover more complex cases. 


THE CONSOLIDATED PROFIT AND LOSS STATEMENT 

Just as the consolidated balance sheet is a statement of the financial 
position of a group of enterprises, the consolidated profit and less state¬ 
ment portrays their income and expenses as a group. In the present 
section we shall prepare this statement for the same companies as in 
the preceding section. Table 14-5 portrays the accounts of the parent 
company and 100-per-cent-owned subsidiary of Tables 14-1 and 14-2, 
and Table 14-6 the accounts of the parent company and 75-per-cent- 
owned subsidiary of Tables 14-3 and 14-4. 


Table 14-6: 100 Per Cent Ownership 

In Table 14-1 the consolidated surplus of the parent company and 
subsidiary at date of acquisition was 81,000. At the end of one year 
according to Table 14-2, it had increased to $2,500, as a result of parent 
company profit of $1,200 and subsidiary profit of $400, less intercompany 
profit on inventories of $100. There were no dividend distributions or 
other entries in surplus. Let us suppose that the profit and loss statements 
of the two companies for the year immediately following acquisition 

“ Sake f Si ? pli 7 ty We have ignored P rofits taxes and assumed 

the^eXd^h “k , ^ in Pr ° CeSS at the ginning or end of 

e period The subsidiary company is a manufacturing enterprise (as 

narent Ced ^ ^ ° f g °° dS manufactured ” in its statement), while the 
chases’> C ° mPany ^ 1S a , tradmg enterprise only (as evidenced by its “pur- 
.,“1 aCC ° U " t ] > - The 8ubsidia ry is assumed to have sold $20 000 to 

PU Ohl? $ f °' 000 1° the parent Compan ^ * U parent company's 
purchases were from the subsidiary. The subsidiary’s gross margin on 



246 


AGGREGATE ACCOUNTS 


Table 14-5a 
PARENT COMPANY 
Profit and Loss Statement 


Sales 


$55,000 

Less cost of goods sold: 

Opening inventory 

$ 1,500 


Purchases 

40,000 


Total 

$41,500 


Less: Closing inventory 

2,000 

39,500 

Gross margin on sales 


$15,500 

Operating expenses 


15,300 

Net profit on operations 


$ 200 

Add other income: 

Management services provided to subsidiary 


1,000 

Net profit 


$ 1,200 

Table 14-56 

SUBSIDIARY COMPANY 

Profit and Loss Statement 

Sales 


$60,000 

Less cost of goods sold: 

Opening inventory 

$ 1,200 


Cost of goods manufactured 

56,800 


Total 

$58,000 


Less: Closing inventory 

1,000 

57,000 

Gross margin on sales 


$ 3,000 

Operating expenses: 

Management fees paid to parent company 

S 1,000 

2,600 

Other 

1,600 

Net profit 


$ 400 


sales was S3,000, or 5 per cent of the value of its sales. Let us assume 
constant costs and selling prices throughout the year; in that case the 
same percentage of gross margin applies to the inventory on hand 
($2,000) of the parent company at the end of the year (which had been 
purchased from the subsidiary). In other words, 5 per cent of $2,000 is 
the intercompany profit on inventories. This is $100, and corresponds to 

elimination (3) in Table 14-2. _ 

The parent company has relatively high operating expenses, while 

those of the subsidiary are fairly low. This would indicate that the sub¬ 
sidiary does little besides manufacture, with the parent company as¬ 
suming all expenses of management, advertising, and selling. During the 
year the parent company charged the subsidiary the nominal amount of 
$1,000 as reimbursement for management services. 

The profit and loss statement of the parent company appears in 
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columns 1 and 2 of Table 14-5 and that of the subsidiary in columns 3 
and 4. Cost of goods sold is split into its component parts, with opening 
inventory and purchases (or cost of goods manufactured) as debits, and 
closing inventory as a credit. The entries in columns 5 and 6 eliminate 


Table 14-5 

Profit and Loss Statement. Consolidation Worksheet: 100 Per Cent 
Ownership of Subsidiary bt Parent Company 



Parent 








company 

•Subsidiary 

Eliminations 

Consolidated 


Debit 

Credit 

Debit 

Credit 

Debit 

Credit 

Debit 

Credit 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

Sales 


55,000 


60,000 

40,000(1) 



75,000 

Cost of goods sold: 








Opening 









inventory 

1,500 


1,200 




2,700 


Purchases 

Cost of goods 
manufactured 
Closing 

40,000 


56,800 



40,000(1) 



56,800 

inventory 

Operating 


2,000 


1,000 

100 (3) 



2,900 

expenses: 









Management 

services 

Other 

Other income: 

15,300 


1,000 

1,600 



1,000 (2) 

16,900 


Management 









services 

Net profit 

Totals 

1,200 

1,000 

400 


1,000 (2) 

100(3) 

1,500 


58,000 

58,000 

61,000 

61,000 

41,100 

41,100 

77,900 

77,000 







~ 



intercompany transactions, so that the consolidated profit and loss state- 

mZ\£V*T ct 7\? the group outsider. S s a j: 

elated by entry ^ which debits^~ 
and credits the expense of the subsidiary company 

invt^hT^ 

reduced by a credit Z eu'rp J re tced by a debH d ° Smg “ 
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Ordinarily an adjustment should also be made for intercompany profits 
in opening inventory. In the present example, however, none is possible, 
since the subsidiary was acquired on opening-inventory date. Inter¬ 
company profits resulting from transactions before acquisition are not 
eliminated, since the subsidiary was at that time an outside company. 


Table 14-5 c 

Consolidated Profit and Loss Statement, 100 Per Cent Ownership 


Sales 

Less cost of goods sold: 
Opening inventory 
Cost of goods manufactured 
Total 

Less closing inventory 
Gross margin on sales 
Operating expenses 
Net profit 


$75,000 

S 2,700 
56,800 

$59,500 
2,900 56,600 

$18,400 
16,900 
$ 1,500 


Table 14-6 

Profit and Loss Statement. Consolidation Worksheet: 75 Per Cent 
Ownership of Subsidiary by Parent Company 



Parent 

company 


Subsidiary 


Eliminations 


Consolidated 


Debit 


Sales 

Cost of goods sold: 
Opening 

inventory 1,500 
Purchases 40,000 

Cost of goods 
manufactured 
Closing 
inventory 
Operating 

expenses: 

Management 

services 

Other 15,300 

Other income: 
Management 
services 

Net profit 1,200 

Totals 



Debit Credit Debit Credit Debit Credit 

(3) (4) (5) (6) (7) (8) 


55,000 


60,000 40,000 (1) 


75,000 


1,200 


2,700 


40,000 (1) 


56,800 


56,800 


2,0 


1,000 75 (3) 


2,925 


1,000 

1,600 


1,000 ( 2 ) 


16,900 


1,000 1,000 ( 2 ) 

1,200 400_ 75 (3) 1,525 

58,000 58,000 61,000 61,000 41,075 41,075 77,925 
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The consolidated profit and loss accounts are algebraic cross additions 
of the first six columns and are entered in columns 7 and 8. Table 14-5c 
is prepared from them. The net profit of SI,500 accounts for the increase 
in consolidated surplus from SI,000 in Table 14-1 to $2,500 in Table 14-2. 


Table 14-6: 76 Per Cent Ownership 

The profit and loss statement in the case of less than 100 per cent 
ownership is the same as that for 100 per cent ownership except that only 
the parent company’s equity in subsidiary profit is eliminated from 
inventories, and not that of the minority stockholders. Since the opening 
inventory does not contain any intercompany profit, the only difference 
between Tables 14-5 and 14^6 relates to the closing inventory. In Table 
14-6, elimination (3) has been reduced to $75, which is 75 per cent of the 
intercompany profit in closing inventory. Except for accounts affected 
by this entry, Table 14-6 is in every way the same as Table 14-5. 

The net profit in Table 14-6 is S25 greater than that in Table 14-5 
(i.e., SI,525 instead of Si,500). This increment is the equity of minority 
stockholders in profit on sales of inventory to the parent company. 
The consolidated profit and loss statement, prepared from Table 14-6, 
appears in Table 14-6a. 

Since the interest of minority stockholders is in the subsidiary alone 
and does not extend to the consolidated group, their share of net profit 


Table 14-6a 

Consolidated Profit and Loss Statement, 75 Per Cent Ownership 


Sales 

Less cost of goods sold: 

Opening inventory 
Cost of goods manufactured 
Total 

Less: Closing inventory 
Gross margin on sales 
Operating expenses 
Net profit 

Less: Minority interest in net profit of subsidiary 
Consolidated net profit 


$75,000 


$ 2,700 
56,800 
$59,500 

2,925 56,575 

$18,425 

16,900 

$ 1,525 
100 

$ 1,425 


is 25 per cent of the subsidiary profit ($400) before any consolidation 
entries have been made. Once the minority share has been deducted, the 
remainder, or consolidated net profit, accrues to the interest of the parent 
company stockholders. It consists of two parts: 
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Net profit of the parent company 
Net profit of the subsidiary: 

Equity of parent company (75 per cent) in total net profit 

Less: Elimination of intercompany profit in inventory 

Consolidated net profit 

The consolidated net profit of 81,425 accounts for the increase in con¬ 
solidated surplus from SI,000 in Table 14-3 to 82,425 in Table 14-4 
(footnote). 

CONCLUSION 

Business and social accountants reach different objectives through 
consolidated statements. The business accountant consolidates the 
accounts of companies and subsidiaries or branches which, because of 
interrelated stockholdings or other form of ownership, operate under a 
unified management and pursue a single objective—the maximization 
of profits for the group. In view of its unified purpose, representation 
of the group as a single accounting unit is helpful in an analysis of its 
financial position and operations. The social accountant’s objective is 
to portray in a single statement the transactions of a community or a 
sector thereof, prepared so as to be useful in economic analysis. The 
present chapter covers business consolidations only; social accounting 
statements are considered in Chapter 15. 

Financial relationships and transactions among members of the same 
group are eliminated from consolidated business statements. The invest¬ 
ment in a subsidiary is canceled against the net worth purchased, so that 
subsidiary assets and liabilities are represented as if they, rather than 
capital stock, had been bought by the parent company. If any goodwill 
has been purchased, or other assets acquired at different values from 
those on the balance sheet of the purchased company, an appropriate 
adjustment is made when consolidated accounts are prepared. Any 
intercompany accounts, such as a loan by a parent to a subsidiary, are 
eliminated on both sides. Furthermore, profits on intercompany sales of 
inventory are eliminated both from surplus and from assets, because no 
enterprise may earn a profit by selling to itself. If the buying company 
resells to outsiders, however, no profit need be eliminated, since the sum 
of the profits earned by the two companies represents the full profit 
realized by the group. 

Minority equity in profits on intercompany sale of inventories is not 
eliminated in consolidation. In so far as this equity is concerned, the 
subsidiary is treated like an outsider selling to the consolidated group. 
Inventories are valued on consolidated statements at cost to the member 
originally acquiring them, plus any profit accruing to minority holders 
as a result of intercompany sales. 


$1,200 


$300 

75 225 

$1,425 
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PROBLEM 

On December 31, 1955, Company P purchased 60 per cent of the outstanding 
common stock of Company S at a price of SI2,000. At that time Company P 
held inventories of $4,000, fixed assets (net of depreciation) of $16,200, and other 
assets of $3,100. It had $8,400 of liabilities, common stock outstanding of $25,000, 
and its only other net worth account was earned surplus. Half of Company P’s 
inventories had been purchased from Company S at a gross margin of S300 to 
the latter. 

The balance sheet of Company S on December 31, 1955, revealed $1,200 of 
inventories, S8.500 of fixed assets (net of depreciation), SI,000 of liabilities, 
$10,000 of common stock, S800 of earned surplus, and no other net worth accounts. 
Balance sheet figures not given (both here and in the paragraphs below) are to 
be supplied by the student as residuals. 

During 1956 Company S sold S8,200 of merchandise which it had produced at a 
cost of $4,920. It paid $1,500 to Company P for administrative services and had 
other operating expenses of $1,230. On December 31, 1956, its balance sheet 
revealed the following amounts: accounts receivable of S897 (of which $416 was 
payable by Company P), inventories of $3,200, fixed assets (net) of $8,425, other 
assets of $323, and accounts payable of S433. Its common stock had not changed 
during the year, nor had it acquired any new net worth accounts. Its profit was 
credited to earned surplus, and the latter reflected no other changes. 

During 1956 Company P purchased $7,100 of merchandise from Company S 
and $900 from outsiders, and made sales valued at S17.400. It had $6,800 of 
operating expenses. On December 31, 1956, its balance sheet showed accounts 
receivable of $2,100, inventories of $2,200, fixed assets (net) of S15.900, accounts 
payable of $1,122, and other liabilities of $7,150. Inventories contained $1,500 of 
merchandise purchased from Company S during the year at the same gross 
margin percentage as revealed in the over-all accounts of the latter. Company 
P’s investment in Company S and its common stock outstanding had not changed 
during the year. The only changes in its surplus account were a credit for net 
profit and a debit of $1,200 for dividends paid to stockholders. It had acquired 
no new net worth accounts. 

THreclions 

Prepare the following: 

1. Worksheet for consolidated balance sheet on December 31, 1955. 

2. Worksheet for consolidated profit and loss statement for the year ended 
December 31, 1956. 

3. Worksheet for consolidated balance sheet on December 31 , 1956. 

4. Consolidated profit and loss statement for the year ended December 31 

1956. ’ 

5. The net worth section of the consolidated balance sheet on December 31 

1956. ’ 

6. Consolidated surplus statement, reconciling the surplus on December 31 

1955, with that on December 31, 1956. ’ 



CHAPTER 15 


CONSOLIDATED STATEMENTS: II. SOCIAL ACCOUNTS 


As the great depression of the thirties lingered on, national income 
moved into the central spotlight of economic thought. To be sure, it 
was not the only measure of weakness in the pulse of the economy, for 
unemployment statistics, excess bank reserves, interest rates, and a host 
of other series could indicate the degree of illness—if the length of 
bread lines and the number of apple sellers were not sufficient to do so. 
The fact that income became the focus of economic attention was due 
largely to the increasing acceptance of doctrines of John Maynard Keynes, 
in which income is stressed as a causal factor in determining the demand 
for business product. “The psychology of the community,” wrote Keynes, 
“is such that when aggregate real income is increased aggregate con¬ 
sumption is increased, but not by so much as income.” Since both 
consumption expenditures and investment generate income, it follows 
that, “given what we shall call the community’s propensity to consume, 
the equilibrium level of employment, i.e., the level at which there is no 
inducement to employers either to expand or to contract employment, 
will depend on the amount of current investment.” 1 Thus the functional 
relationships among income, consumption, and investment are at the 
heart of the Keynesian theory of employment, interest, and money. 

In the years following its introduction, economists have elaborated 
on Keynesian doctrine both theoretically and empirically. Studies in 
the consumption function, acceleration principle, and multiplier have 
attempted to quantify the effects of movements in one set of variables 
on another (e.g., income on consumption, consumption on investment, 
and the like). The importance of the government in this sort of analysis 
lies in its position as a fiscal body with receipts and expenditures of 
sufficient magnitude to offset the impact of fluctuations in investment 
and income caused by autonomous workings of the economy. 

It almost goes without saying that economic accounting is the raw 
material of studies based on Keynesian theory. The national income and 
product are revealed in a giant profit and loss statement of the entire 
economy. Total saving and investment by the community appear in the 

' J. M. Keynes, The General Theory of Employment, Interest, and Money, New York, 
Harcourt, Brace, 1936, p. 27. 
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consolidated balance sheet of all residents, while consumption and per¬ 
sonal saving are elements in a consolidated profit and loss statement of 
households. A receipts and expenditure statement for the government 
yields data relevant to fiscal policy, and—because foreign purchases and 
sales have an impact on the general level of employment and prices—a 
statement of transactions between residents and foreigners (the balance 
of payments) is also necessary. These statements are at the heart of the 
social accounts. 

Because they report the transactions of broad groups of society, most 
social accounts are by their very nature consolidated. In previous 
chapters the accounts of individual enterprises and persons have been 
prepared in the form of social accounting statements. It is now to be 
shown that the national income and product accounts, the balance of 
payments, and other accounting statements designed for economists are 
in large part consolidations of data from the accounts of individual 
enterprises and persons. 

In the present chapter, consolidated social accounts are introduced 
through the business income and product and the investment statements. 
These have«already been described as the economist's version of the 
profit and loss statement and balance sheet, respectively, of business 
enterprises. But economists do not regularly concern themselves with 
the accounts of individual firms. Rather, consolidated statements of all 
business enterprises in a country are essential to an analysis of the over¬ 
all business picture. 

THE CONSOLIDATED BUSINESS INCOME AND PRODUCT STATEMENT 

In the twenty years from 1931 to 1950, inclusive, 88 per cent of the 
gross national product of the United States was produced by business 
enterprises, both unincorporated (sole proprietorships and partnerships) 
and incorporated. During these years factors of production at work in the 
same enterprises earned 85 per cent of the national income. These per¬ 
centages are typical of most countries, since it is to be expected that 

production and sources of income will be concentrated in the business 
sector. 

In Table 9-8, the income and product statement of a single enterprise 
was studied. The present section is devoted to a consolidated statement 
of all enterprises in a country. An annual consolidation of this sort is 
compiled for the United States by the U.S. Department of Commerce 
and published every July, together with other national income and 
product accounts, in the Survey of Current Business. 

Principles of consolidation for social accounts are not quite the same 
as for business statements. For example, the business accountant elimi- 
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nates intercompany profit in inventories, because he wants to show the 
accounts of a consolidated group as they would stand if it were a single 
enterprise. The social accountant has other objectives. Profit is part of 
the earnings of productive factors, and the fact that Enterprise A sells 
to Enterprise B at a profit is not cause to eliminate it from the social 


product. Inventories are valued at their original cost of production only 
if still held by the enterprise first producing them. After they have been 
traded, their value is increased to their latest selling price, which is 
their most recent appraisal by the market, and profits on interbusiness 
trading are included in the social return of capital. While the business 
accountant seeks to eliminate all intercompany relationships, the social 
accountant preserves those important to economic analysis. 

Let us suppose that Enterprise A produced inventory at a labor cost 
of S20 and sold it to Enterprise B for S25. For simplicity, we assume no 
other transactions. The consolidation is made as follows: 



A 


B 

Eliminations 

Consolidated 


Dr. Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Employee compensation 

20 




A 

20 


Profit 

5 




• 

5 


Current purchases 


25 



25 



Sales 

25 



25 




Change in inventories 



25 




25 

Totals 

25 25 

25 

25 

25 

25 

25 

25 


In this consolidation the sale by A is eliminated against the purchase 
by B, but the profit remains in the consolidated statement and the 
inventory is shown at the value at which it was last traded. If this is not 
equal to the average market value in the year for which the statement 
is prepared, it must be revised by application of the inventory valuation 
adjustment, as described in Chapter 9. 

The business income and product statement reveals, among other 
things, the total value created by businesses during the period under 
review. Let us suppose that Enterprise A produces materials and sells 
them to Enterprise B for S3,000. By adding labor and other services, 
Enterprise B transforms them into consumer goods, which it sells to the 
public for S7,000. Total sales are $10,000: $3,000 from A to B and $7,000 
from B to consumers. In the consolidated business income and product 
statement, however, the sale of materials from A to B is eliminated as an 
interbusiness transaction, and only the $7,000 final sale to consumers 
appears. A has created a value of $3,000, to which B has applied addi¬ 
tional value of $4,000; between them, they have created $7,000 of product. 

Interbusiness sales of capital goods, however, are not eliminated in 
the consolidated business income and product statement, since they are 
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recorded on the income and product statement of the selling company 
only (as a credit) and not on that of the purchasing company. When a 
company buys capital goods, it debits balance sheet accounts (fixed 
assets), making no entry in its profit and loss accounts. 

Let us suppose that Enterprise A produced materials at a labor cost 
of S20, had no other expenses, and sold them to Enterprise B for $25. 
Enterprise B manufactured them into capital goods at an additional 
labor cost of SI5 and sold them to Enterprise C for S50. The consolidated 
income and product statement of these three enterprises is prepared as 
follows: 

ABC Eliminations Consolidated 



Dr. Cr. 

Dr. Cr. Dr. Cr. Dr. 

Cr. Dr. 

Employee compensation 

20 

15 

35 

Profit 

5 

10 

15 

Current purchases from other 




producers 


25 

25 

Sales of noncapital goods 

25 

25 



Sales to business on capital 

account 50 50 

Totals 25 25 50 50 0 0 25 25 50 50 

Enterprise A is a producer of materials, which are noncapital goods. 
It sold at a profit to Enterprise B, and this transaction appears on the 
statements of both A and B. Enterprise B produces capital goods; it 
sold at a profit to Enterprise C, but this transaction appears on B’s 
statement alone. Enterprise C has had no profit and loss transactions; 
it has purchased a fixed asset, which is debited to a balance sheet account. 
In consolidation, the sale of noncapital goods is eliminated from the 
statements of both A and B. However, the sale of capital goods cannot 
be eliminated because there is no entry on C’s statement against which 
to eliminate it. The consolidated statement reflects the fact that A and 
B together have incurred labor cost of $35 and earned a profit of $15; 

in so doing they created capital goods of $50, which were sold to another 
business. 

Not only are sales of capital goods from one enterprise to another not 
eliminated in consolidation, but capital goods produced by an enterprise 
for its own use must be added to its income and product statement. Let 

us suppose that an enterprise has the following profit and loss statement 
during a given year: 

Sales 

Cost of goods sold: 

Labor 
Materials 
Net profit 


$100 

$50 

10 60 
$ 40 
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Let us assume in addition that the same enterprise produced machinery, 
to be used by itself, at a cost of $20 for labor and S5 for materials. These 
amounts are debited directly to machinery (a balance sheet account) 
and, assuming payment in cash, the entry is the following: 

Machinery 25 

Cash 25 

In total, payments to labor were $70, of which $50 was debited to cost 
of goods sold (a profit and loss account) and $20 to machinery (a balance 
sheet account). Current purchases from other producers amounted to 
$15, of which $10 was debited to cost of goods sold and $5 to machinery. 

Since the business income and product account is designed to show 
all payments to factors of production and all contribution to gross 
national product, it must be adjusted to include payments associated 
with the production of capital as well as consumer goods. In Table 15-1, 
the income and product accounts in columns 1 and 2 contain only data 
from the business profit and loss statement. In columns 3 and 4 the 
transactions relating to production of capital goods for own use are 
added, and the full income and product accounts appear in columns 
5 and 6. 


Table 15-1 

Income and Product Worksheet, Illustrating Production of Capital 

Goods for Own Use 



Profit and 

Capital goods 

Income and 


1088 

produced for 

product 


accounts only 

own 

use 

statement 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

Employee compensation 

■9 


20 




Profit 

IOi 






Current purchases from other producers 
Sales to consumers 

10 

100 

5 


15 

100 

Sales to business on capital account 




25 


25 

Total 

100 

100 

25 

25 

125 

125 








An enterprise’s production of capital goods for its own use is therefore 
accounted for just as if those goods had been sold at cost. Their cost of 
production is included on the debit side of the accounts, with an offsetting 
credit to “sales to business on capital account.” In effect, the company 
sold them to itself. 

Let us suppose that only four business enterprises existed in the 
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mythical Country of Alicia during 1956. These were a Raw Material 
Company, an Electric Company, a Manufacturing Company, and a 
Distributing Company. Goods not available to or not provided by these 
companies were not needed in the production of goods demanded by the 
Alician public. Alicia was a closed economy, and all consumer purchases 
were made from either the Electric Company or the Distributing Com¬ 
pany. The Raw Material Company produced all materials needed by the 
Manufacturing Company which, with the aid of electricity from the 
Electric Company, produced all consumer goods needed by the Dis¬ 
tributing Company. In addition to these, the Manufacturing Company 
produced capital goods used by all other companies and itself as well. 

The income and product statements for all four companies appear on 
Table 15-2. They are modeled after Table 9-8 except that current pur¬ 
chases from other producers are broken down among the companies from 
which they were made and sales are allocated among outsiders (i.e., 
the general consuming public and the government) and the companies 
to which they were made. In addition, sales are divided between capital 
and noncapital goods, the latter being termed “current.” This detail is 
necessary to facilitate the elimination of interbusiness transactions. 

An inspection of Table 15-2 reveals that all four companies have made 
payments to factors of production and for other values added, and that 
they all have capital consumption allowances. No eliminations are 
required for these items, which do not record interbusiness transactions. 
However, the debit columns report that there have been current purchases 
by three of the companies from other producers. These purchases, which 
appear on the credit side in the columns of the selling companies, are 
eliminated by entries (1) to (5). The student should check the cross 
references of debit and credit for each of these entries. Note that two 
types of sales are not eliminated: (1) sales to outsiders, and (2) sales to 
business on capital account. Note also that the Manufacturing Company 
has “sold” capital goods of S2,305 to itself. 

The consolidated business income and product statement of Alicia, 
appearing as Table 15-3, comes from columns 11 and 12 of Table 15-2. 
It is much the same in form as the income and product statements 
covered in earlier chapters (e.g., Table 9-8), except that current purchases 
from other producers are eliminated, and sales are divided into sales to 
outsiders (consumers and government) and sales to business on capital 

account. 

THE CONSOLIDATED BUSINESS INVESTMENT STATEMENT 

The net real investment of the four companies of Alicia may readily 
be perceived from the consolidated income and product statement. On 
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Table 15-3 

Consolidated Business Income and Product Statement of Alicia, 

Year Ended December 31, 1056 


Defrits 


creation of product 
Payment to factors of 
production: 

Compensation of employees 84,138 
Interest (net) 393 

Corporate profits: 

Tax liability 2,707 

Dividends 7,868 

Undistributed 3,229 

Inventory valuation 
adjustment 
Income originating 
Other values added: 

Indirect business taxes 628 

Business transfer payments 1,030 

Net product 100,240 

Values added offset by values 
consumed: 

Capital consumption 
allowance 1,994 

Charges against business gross 
product 102,234 


247 14,051 

98,582 


Credits 

disposition of product 
Consolidated net sales: 

To outsiders 90,386 

To business on capital 

account 5,891 96,277 

Change in inventories 5,957 


Business gross product 102,234 


the credit side this statement reveals the amount of increase in inventory 
and new capital equipment (sales to business on capital account) produced 
during 1956. The inventory valuation adjustment and capital con¬ 
sumption allowance are on the debit side. Since all these items are contra- 
entries to balance sheet movements, they need only be shifted to the 
other column (debits to credits, and vice versa), and the investment 
statement is almost ready. Data in Table 15-4 on these items should all 
be checked to Table 15-3. 

There are, however, two items in Table 15-4 that do not appear in 
Table 15-3. In the first place, sales to business on capital account are 
covered in the income and product statement only if they represent new 
capital assets produced during the year. If an enterprise sells a second¬ 
hand asset, it credits the asset rather than the sales account, and the 
transaction is recorded in the balance sheet (or investment statement) 
only. In Table 15-4, business purchases on capital account are divided 
mto new and secondhand assets. It is assumed that the Raw Matorial 
Company has sold $89 of secondhand equipment to the Electric Company 
and this amount is credited by the former and debited by the latter. It is 
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Table 15-4 

Business Investment Statement of Alicia, Consolidation Worksheet 

for Year Ended December 31, 1956 



Raw Mate¬ 
rial Co. 

Electric 

Co. 

Manufac¬ 
turing Co. 

Distribut¬ 
ing Co. 

Consolidated 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(S, 

(«>, 

(10) 

Change in inventories 

Business purchases on capital 

45 




2,176 


3.736 


5.957 


account: 

New assets 

122 


1,709 


2,305 


1.755 


5,891 


Secondhand assets 


89 

89 








Capital consumption allowance 


125 


30 


1,010 


829 


1,994 

Net movement in claims 

97 



1,768 


1.245 


3,462 


6.378 

Undistributed profits 






2.107 


1,122 


3.229 

Inventory valuation adjustment 


50 




119 


78 


247 

Totals 

264 

264 

*— 

2 

00 

1,798 

4.481 

4,481 

5,491 

5.491 

11,848 

11.848 













recorded at market value in the statement of each company, in accordance 
with principles discussed earlier. 2 In the second place, the net movement 
in claims—which covers all asset claims, liabilities, and net worth (except 
undistributed profits and inventory valuation adjustment)—does not 
appear in Table 15-3. Because net movement in claims consists of all 
balance sheet accounts other than those shown elsewhere in Table 15-4, 
it is of necessity the balancing figure. 

The fact that no columns are provided for eliminations in Table 15-4 
does not mean that none occur. The interbusiness sale of secondhand 
assets is eliminated, as well as all movements in claims among the different 
companies. Since both these items are shown on a net basis (i.e., the 
purchase of secondhand assets by the Electric Company is on the same 
Une as the sale by the Raw Material Company), the elimination is made 

automatically in the cross addition. 

The net movement in claims of each company covers claims vis-A-vis 
both outsiders and other businesses. For example, the S97 debit in 
column 1 represents a net increase in net asset claims of the Raw Material 
Company. To the extent that they are claims against, say, the Electric 
Company, they are included in the SI,768 net credit in column 4. These 
interbusiness claims are automatically eliminated as the line is cross- 
added. The net credit of S6.378 in column 10 represents a net decrease 
in net asset claims of the business sector of Alicia as a whole vis-a-vis 

all others. 

* See “Elimination of capital gain," on pp. 139 and 152. 
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The consolidated investment statement of the business sector of Alicia 
is derived from Table 15-4, columns 9 and 10, and appears in Table 15-5. 

Table 15-5 

Consolidated Business Investment Statement for Alicia, Year Ended 

December 31, 1956 


Net Real Investment 
Change in inventories 
Business purchases on capital 
account 

Capital consumption allowance 
Total 


5,957 

5,891 

(1,994) 

97854 


Sources of Net Real Investment 


Net movement in claims 
Corporate profits: 
Undistributed 
Add: inventory valua¬ 
tion adjustment 
Total 


6,378 

3,229 

247 3,476 
9,854 


AGGREGATE ENTRIES 

In the remaining chapters of this book, the national income and 
product, balance of payments, statements of funds, and input-output 
tables mil be studied on an aggregate basis. That is, we shall no longer 
be concerned with the statements of individual enterprises and persons 
but only with the accounts of larger economic groups. The technique of 
presentation, however, will be similar to that employed heretofore. Again 
the case method will be used, consisting of a series of transactions and 
entries to record them, a discussion of accounting principles in connection 
with situations as they occur, and finally the preparation of statements 
covering the transactions just discussed. Because aggregate accounts will 
be studied, aggregate entries must be used. 

An aggregate entry records a transaction between a member of a 
group and a person or institution outside that group; it is usually made 
on a “consolidated” basis. Let us suppose, for example, that the con¬ 
solidated income and product accounts for the business sector of a given 
country are prepared on the basis of aggregate entries. If Enterprise A 
sells to consumers, there is an entry, because consumers are outside the 
business sector. If, however, Enterprise A sells to Enterprise B, no 
aggregate entry is made, because the transaction is between businesses 
and would be eliminated from a consolidation. 

Yet if interbusiness transactions are omitted from aggregate entries, 
the student may wonder how it happens that profits on interbusiness 
sales of inventory are included in the business income and product 
statement. Let us refer to the illustration discussed earlier in this chapter, 
in which Enterprise A produced inventory at a labor cost of $20 and 
sold it to Enterprise B for $25. The aggregate entry omits the sale by A 
and purchase by B, but—because inventory is valued at its latest trading 
price—the profit must be included, as follows: 
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Employee compensation 20 

Profit 5 

Change in inventories 25 

In studying aggregate entries, the student must remember that there 
is no aggregate bookkeeper for a nation or for a sector of society. Aggre¬ 
gate entries are only an educational device, conceived (we believe) by 
this author for the purpose of explaining the social accounts. A thorough 
understanding of these accounts requires an ability to discern the total 
effect on all items of any given transaction. Only through this ability 
can an economist fully understand how movements in certain items 
(e.g., consumer expenditures) are related to others (e.g., wages of labor 
or profits of business). The study of aggregate entries is intended to reveal 
the technical aspects of these relationships through the operation of debit 
and credit rules. 

Let us return to the Country of Alicia and the illustration earlier in 
this chapter. In the discussion of Table 15-4, it was pointed out that 
several (but not all) of the items on the investment statement had 
counterparts on the income and product statement. In Table 15-6 the 
two statements are shown side by side, and these relationships come into 
focus. Thus undistributed profits, inventory valuation adjustment, and 
capital consumption allowance are debits in column 1 and credits in 
column 4, while sales to business on capital account and change (increase) 
in inventories are credits in column 2 and debits in column 3. In examining 
the items on this table, the student should note that all transactions 
reflected in both the income and product and the investment statements 
took place entirely within the business sector and did not affect outsiders 
(e.g., the production of inventories and fixed assets, which were not sold 
to outsiders, and profits which were not distributed). On the other hand, 
all entries appearing in only one of the statements (e.g., payment of 
employee compensation, interest, profit distribution, and net movement 
in claims) relate to transactions between businesses and persons or 
institutions outside the business sector. This distinction may not seem 
immediately significant, but its importance will become evident when 
(in Chapter 16) the business statements are related to those of outsiders. 

Let us now reconstruct the aggregate entries of the business sector of 
Alicia during 1956. Each transaction may affect either the income and 
product statement, or the saving and investment statement, or both. 
Therefore, in the aggregate entries, as in Table 15-6, two columns each 
are needed for debit and credit. 

Transaction (1). The cost to manufacture, of all business enterprises in 
Alicia, was as follows: 8 

* For the sake of simplicity, it is assumed that all costa for wages and depreciation 
by the three producing companies were debited to manufacturing cost and none to 

profit and loss. 
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Employee compensation: 

Raw Material Company 
Electric Company 
Manufacturing Company 
Capital consumption allowance: 
Raw Material Company 
Electric Company 
Manufacturing Company 

Total cost to manufacture 


S 5,500 
693 

55,772 $61,965 


S 125 
30 

1,010 1,165 

$63,130 


Table 15-6 

Relationship between the Business Income and Product and the 
Investment Statements of Alicia, Year Ended December 31, 1956 



Income and 
product 

(from Table 16-3) 

Investment 
(from Table 16-5) 

Debit 

(1) 

Credit 

(2) 

Debit 

(3) 

Credit 

(4) 

Payments to factors: 





Employee compensation 

84,138 




Interest (net) 

393 




Corporate profits: 

1 




Tax liability 

2,707 




Dividends 

7,868 




Undistributed 

3,229 



3,229 

Inventory valuation adjustment 

247 



247 

Other values added: 





Indirect business taxes 

628 




Business transfer payments 

1,030 




Capital consumption allowance 

1,994 



1.994 

Consolidated net sales: 




A ) V v * 

To outsiders 


90,386 



To business on capital account 


5,891 

5,891 


Change in inventories 


5,957 

5,957 


Net movement in claims 




6,378 

Totals 

102,234 

102,234 

11,848 

11,848 


There is no other manufacturing cost. Material cost is omitted, because 

all trade in raw materials was between companies within the business 

sector and is eliminated in consolidation. Not all the cost to manufacture, 

however, was applied to inventories. From Table 15-3 we know that 

capital goods of $5,891 were sold to business; hence only the remainder 

($63,130 minus $5,891), or $57,239, was the cost of manufacturing 
inventories. 
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Entry (1). Aggregate entries treat all costs of business enterprises in 
the aggregate; no distinction is made on the basis of individual com¬ 
panies. The three producing companies have together paid $61,965 to 
labor and incurred capital consumption expense of SI, 165, for a total 
manufacturing cost of S63.130. Goods of that value have been produced, 
of which S5.891 are capital goods and $57,239 inventories. The aggregate 
entry covering these transactions is as follows: 



Income and -product 

Investment 

(1) Employee compensation 

Dr. Cr. 

61.965 

Dr. 

Cr. 

Capital consumption allowance 

1,165 


1,165 

Business purchases on capital account 

5,891 

5,891 


Change in inventories 

Net movement in claims 

57,239 

57,239 

61,965 


Entries in the investment statement are contra to those in income and 
product. Where the business accountant would debit wages and credit 
cash, in the aggregate entry employee compensation is debited and net 
movement in claims credited (to record the transfer of cash from business 
to outsiders; i.e., to the recipients of wages). Where the business ac¬ 
countant would debit depreciation and credit allowance for depreciation, 
in the aggregate entry there is a debit to capital consumption allowance 
in the income and product statement and a credit in the investment 
statement, and so forth. However, the equality of debits and credits is 
preserved within each statement, for each must be in balance separately 
from the other. 

Note that the profit on interbusiness sales of inventory has not yet 
been recorded, either in the profit account or as change in inventories. 
This will be done in entry (2). 

Transaction (2). The business sector as a whole sold merchandise to 
outsiders amounting to $90,386 (from Table 15-3). 

Entry (2). This entry will record the following information: 

a. The value of sales 

b. The decrease in business inventories, at cost 

c. The profit earned by business enterprises on sales 

Item (c) will include the profit on both interbusiness sales and final sales 
to consumers. On the basis of our present information, it is impossible 
to determine these two profits separately, but it is also not necessary to 
do so. 

The cost of inventories produced by business enterprises in 1956 was 
$57,239, according to entry (1); but—as explained above—this amount 
covers only the cost to the original producer and does not include increase 
in inventory value due to interbusiness trading at a profit. Let us desig- 
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nate the latter as x. In that case, the total production of inventories at 
the value at which they were last purchased by business enterprises is 
857,239 plus x. (If the Raw Material Company produced goods at a cost 
of S20 and sold them to the Manufacturing Company for S25, only the 
$20 cost of production is included in the figure of $57,239; the $5 is part 
of x.) 

Now it happens that some of these inventories were sold to outsiders; 
in fact, total sales to outsiders amounted to 890,386 (value of the final 
sale). How much did these inventories cost? That is, what is the decrease 
in inventories (at cost, including x) on account of sales to outsiders? To 
find this, we must consult Table 15-5 for more information on inventory 
movements. There, we discover that: 


1. The net increase in business inventories during 1956 (including x) is §5,957 

2. The inventory valuation adjustment is 2-17 

Therefore, before the adjustment for inventory valuation, the net increase 

(including x) is $5,710 


Since the “last-traded” value of inventories produced is $57,239 plus 
x but the increase in inventories (before inventory valuation adjustment) 
is only 85,710, it follows that the difference between the two was sold 
to outsiders. Therefore, the cost of goods sold to outsiders (including 
profit on interbusiness sale) is 851,529 plus x. 

The profit to the business sector on final sales to outsiders is selling 
value minus cost, as follows: 

Selling value $90,386 

Less: Cost of final sales 51,529 + x 

Profit on final sales $38,857 — x 

As indicated earlier in this chapter, however, the consolidated income 
and product statement pictures business profits not only as amounts 
earned on final sale to outsiders but also as profits on interbusiness 
transactions. The former is 838,857 minus x, and the latter we have 
designated as x. Adding the two together, we arrive at 838,857 as total 
business profits, including both profits on interbusiness sales of inventory 
and final sales to outsiders. The entry follows: 


(2) Change in inventories 
Undistributed profits 
Sales to outsiders 
Net movement in claims 


Income and product 

Investment 

Dr. 

Cr. 

Dr. 

Cr. 

51,529 

38,857 

90,386 

90,386 

51,529 

38,857 


Note that the change (decrease) in inventories ($51,529) is entered at 
cost to original producer and does not include profit on interbusiness 
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sales. This is consistent with entry (1), where the latter was also excluded. 
Thus if the increase in inventories in entry (1) was understated by x, so 
also is the decrease in entry (1) understated by x ; and the two under¬ 
statements cancel each other. The net movement in claims records the 
transfer of assets (cash or accounts receivable) between outsiders and 
business in payment for sales. 

Already the student should be orienting himself to the debit and credit 
rules of aggregate accounting. For example, he has been accustomed to 
think of an increase in inventories as a debit (increase in an asset). It is 
recorded by a debit, in entry (1) above, in the investment account. The 
investment account corresponds to the balance sheet and follows the 
balance sheet rules. At the same time, however, it is a credit in the income 
and product account. The income and product account follows the debit 
and credit rules of the profit and loss statement, where inventory increase 
is deducted from (i.e., credited to) manufacturing cost or purchases, in 
order to calculate cost of goods sold. 

The increase in undistributed profits is credited in the investment 
account because it corresponds to an increase in surplus (credit) in 
balance sheet accounting. In the income and product account, however, 
it is debited, for profit is the balancing debit in the profit and loss account. 
This rule was introduced as far back as Chapter 4, when Mr. Adams 
debited his profit of $730 in Table 4-1, column 5. 

Transaction (3). The Distributing Company incurred costs of $22,173 
for employee compensation and $829 for depreciation. 

Entry (3). Since the Distributing Company was not engaged in the 
manufacture of either inventories or capital goods, these costs serve to 
decrease profits rather than to create a book asset. The credit to un¬ 
distributed profit in the income and product statement and the debit to 
the same account in the investment statement record the reduction in 
business net worth. 

Income and product Investment 

Dr. Cr. Dr. Cr. 


(3) Employee compensation 
Undistributed profits 
Capital consumption allowance 
Net movement in claims 



Transaction (4). The four enterprises of Alicia either paid the following 
expenses, or else accrued liabilities for them: 


Interest $ 393 

Indirect business taxes 628 

Transfer payments 1,030 

Profits tax 2,707 

Total $4,758 
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Entry (4). The appropriate items are debited in the income and product 
statement, with a corresponding credit to undistributed profits. In the 
investment statement undistributed profits is debited. The credit to net 
movement in claims records the decrease in cash (if payment was made) 
or increase in liability (if payment was not made). 



Income and product 

Investment 


Dr. 

Cr. 

Dr. Cr 

(*1) Interest 

393 



Indirect business taxes 

628 



Transfer payments 

1,030 



Profits tax liability 

2,707 



Undistributed profits 


4,758 

4,758 

Net movement in claims 



4,75 


Transaction (6). Profits of S7,868 were distributed to stockholders of 
the four companies. 

Entry (5). In the income and product statement there is a decrease in 
undistributed profits (credit) and an increase in dividends, or distributed 
profits (debit). In the investment statement there is a decrease in un¬ 
distributed profits (debit) and a decrease in cash. The latter is recorded 
as a credit to net movement in claims. 


Income and produel 
Dr. Cr . 

(5) Dividends 7,868 

Undistributed profits 7 ggg 

Net movement in claims 

Transaction (6). The inventory valuation adjustment amounted to 
plus $247. 

Entry (6). This entry involves an increase in inventories, offset by an 
increase in undistributed profits. The latter, however, is recorded in a 
separate account entitled “inventory valuation adjustment.” 


Investment 
Dr. Cr 

7,868 

7,868 


( 6 ) Inventory valuation adjustment 
Change in inventories 


Income and product 
Dr. Cr. 

247 

247 


Investment 
Dr. Cr. 

247 

247 


The preceding entries are recapitulated on Table 15-7, those for the 
income and product statement in columns 1 and 2 and those for the 

St , a *? mei \ t ^ columns 5 and 6 - They are added across, so 
that the final data for the income and product statement appear in 

columns 3 and 4 and those for the investment statement in columns 



Table 15-7 

Recapitulation of Entries and Preparation of the Income and Product and the Investment Statements of Alicia, 

Year Ended December 31, 1956 
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7 and 8. These amounts may be checked to the statements prepared 
earlier in this chapter, in Tables 15-3 and 15-5. 


CONCLUSION 

In the present chapter the consolidated business income and product 
and consolidated business investment statements were arrived at by two 
alternative routes. In the first place, they were prepared from statements 
of individual enterprises. In this consolidation, interbusiness sales and 
purchases, except those of capital goods, were eliminated. Profits on 
interbusiness sales were preserved, because the consolidated statement is 
intended to reflect current market values. The elimination entries are 
so arranged as to record change in inventories at the value at which they 
were last traded rather than necessarily the original cost of production. 
The inventory valuation adjustment is further necessary to convert them 
from a “last-traded” value to a current market value. 

In the second place, the consolidated statements were prepared from a 
series of aggregate entries. Aggregate entries are made on the assumption 
of a consolidated unit; for example, the transactions of all business 
enterprises with persons and institutions outside the business sector are 
recorded just as if one gigantic enterprise existed, with a single set of 
books. The only exception is that interbusiness profits are recorded 
through an entry in profits (debit on the income and product statement 
and credit on the investment statement) with contra-entry in change in 
inventories (credit on the income and product statement and debit on the 
investment statement). 

Aggregate entries are designed to show the full impact of a single 
transaction on all items in a system of social accounts. Because the debit 
and credit rules require that each entry shall affect at least two accounts 
(and perhaps many more), certain technical relationships among the 
various items are revealed in aggregate-entry accounting. In the following 
chapters the national income and product, balance of payments, state¬ 
ments of funds, and input-output tables will be examined through the 
medium of aggregate entries. 


PROBLEM 

The business sector of the Country of Cantabrigia consisted of four enterprises 
during the year 1956, as follows: Mineral Company, Coal Company, Producing 
Company, and Retail Store. All other persons and institutions in the country 
(i.e., private individuals and government offices) are referred to as “outsiders.” 
No transactions took place with foreigners. The following information is given on 
the transactions of the four companies in 1956. 
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(1) Employee compensation was as follows: 


Mineral Company $ 10,223 

Coal Company 1,217 

Producing Company 121,436 

Retail Store 45,068 

(2) The Producing Company paid S791 interest to outsiders and received $48 
interest from them. In addition, it paid $10 interest to the Mineral Company. 
The Mineral Company paid S71 interest to outsiders. The Retail Store paid SI37 
interest to outsiders and received $20 interest from outsiders and S5 interest 
from the Coal Company. The Coal Company paid $13 interest to outsiders. 

(3) Profits tax accruals and payments were as follows: 



Accruals, 

Payments during 

A ccruals, 


Dec . 31, 1955 

1956 

Dec . 31, 1956 

Mineral Company 

S 441 

% 441 

S 437 

Coal Company 

48 

54 

46 

Producing Company 

3,112 

4,127 

2,083 

Retail Store 

2,144 

2,144 

2,144 


(4) Dividends were paid to outsiders as follows: 

Mineral Company $2,612 

Coal Company 563 

Producing Company 8,224 

Retail Store 5,638 

(5) The profit and loss statements of the four companies showed the following 
net profits before tax: 

Mineral Company S 2,932 

Coal Company 839 

Producing Company 16,945 

Retail Store 10,692 

The only entry necessary to adjust these profits to a social accounting basis is the 
inventory valuation adjustment, which is plus $89 for the Mineral Company, 
plus $16 for the Coal Company, plus $313 for the Producing Company, and plus 
$150 for the Retail Store. 

(6) Indirect business taxes, transfer payments, and capital consumption 
allowances were as follows: 



Mineral Company 
Coal Company 
Producing Company 
Retail Store 


Indirect business 

Transfer 

Capital consumption 

taxes 

payments 

allowances 

$515 

$ 712 

$ 389 

31 

142 

60 

481 

1,277 

2,817 

244 

92 

1,681 
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(7) Net sales to outsiders amounted to §201,858, of which $201,576 was made 
by the Retail Store and the remainder by the Coal Company. 

(8) The Coal Company sold $213 to the Mineral Company and $27 to the 
Retail Store. It also made certain sales to the Producing Company. All purchases 
of coal were charged to current operations by the buying companies. 

(9) Coal Company inventories were valued (before inventory valuation adjust¬ 
ment) at $1,071 on December 31, 1955, and at $1,946 on December 31, 1956. 

(10) The entire sales of the Mineral Company, amounting to $16,964, were 
purchased by the Producing Company and charged to current operations or 
inventories by the latter. 

(11) The Producing Company manufactured fixed capital equipment, mate¬ 
rials for current operations, and consumer goods. Its sales were as follows: 


Purchaser 

Fixed capital 
equipment 

Materials for cur¬ 
rent operations 

Consumer 

goods 

Mineral Company 

S 258 

%~ 

$ — 

Coal Company 

3,821 

103 


Retail Store 

3,391 

270 

141,506 


(12) The Producing Company manufactured S4.748 of capital equipment for 
its own use. 

(13) The Coal Company purchased secondhand assets from the Producing 
Company at a cost of $176, which was the book value at which they had been 
carried by the latter company. 

(14) Accounts payable of the Producing Company to the Mineral Company 
were $102 on December 31, 1955, and $449 on December 31, 1956. 

Directions 

Prepare a consolidated business income and product statement and a con¬ 
solidated investment statement for the Country of Cantabrigia for the year ended 
December 31, 1956. 


CHAPTER 16 


SECTOR ACCOUNTING 


For a proper analysis of economic transactions, the community must 
be divided into sectors. In the United States alone there are over 160 
million persons and 4 million business enterprises, as well as government 
and municipal authorities, constantly dealing with one another. Even if 
an economist were given complete data on the transactions of all separate 
individuals and institutions, he would be able to do little or nothing with 
them until they were arranged in a small number of homogeneous units. 
He would have to divide his millions of statements into several groups, 
each one representing the transactions of people, businesses, or other 
accounting units that could be expected to respond in similar fashion to 
specific economic stimuli. 

Let us suppose, for example, that our economist were asked to describe, 
on the basis of the more than 164 million accounting statements at his 
disposal, the manner in which people and institutions of the United 
States had responded to an increase in prices. He would have to explain 
that certain groups acted in one way and others in another. For example, 
he might say that business enterprises attempted to expand production, 
borrow money, hire more labor, and so forth. Consumers, on the other 
hand, may have cut down their buying. The government, concerned with 
inflation, may have attempted to reduce its expenditures and increase 
taxation or borrowing. The groups responding in different ways are 
sectors. The economist needs consolidated statements of each sector, 
since a study of intersectoral transactions yields him much information 
that the unarranged statements conceal, entirely apart from the obvious 
impracticality of dealing with more than 164 million at one time. 

Each sector must be homogeneous, but homogeneity implies more than 
similar responses to the same broad stimuli. Members of a sector should 
in addition perform similar functions within the economy. For example, 
business enterprises produce goods and services, while persons consume 
them. In the face of a given economic situation (e.g., rising prices), 
businesses act like producers and persons like consumers. Homogeneity 
also relates to the topic of investigation. For example, A may perform 
functions X and Y, while B performs Y and Z. The economist studying 
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reactions to a stimulus that affects similarly all who perform function Y 
would classify A and B in the same sector. In examining another stimulus, 
which affects differently those who perform functions X and Z, he would 
classify them in different sectors. 

For this reason industrial corporations and banks are both included in 
the business sector for purposes of national product but are separated 
into different sectors for the flow-of-funds accounts. They are together 
in the former instance because both provide goods and services to con¬ 
sumers and other producers, both pay incomes to factors of production, 
both are interested in producing at lowest cost, and so forth. With an 
increase in economic activity (the stimulus), they might both be expected 
to hire more labor (the reaction), and so on down the line of responses. 
In a study of flows of funds, however, they are not homogeneous. Banks 
are credit creators and depositories for funds; they channel investment 
from persons to businesses and other borrowers. Manufacturing enter¬ 
prises, on the other hand, are users of investible funds. Increased interest 
rates (the stimulus) might induce banks to increase their lending (the 
reaction), but they might persuade manufacturing enterprises to cut down 
on borrowing (a different reaction). 

The present chapter introduces the principles of sector accounting as 
applied to the national income and product accounts of the United States. 
Chapters 17 and 18 cover a series of transactions on the basis of which, 
in Chapter 19, the four sector accounts are prepared. 


TWO-SECTOR ACCOUNTING 

In the illustration of Chapter 15, the consolidated business statements 

of Alicia were covered for the year ended December 31, 1956. In this set 

of accounts, certain interbusiness transactions were eliminated, but all 

transactions between business enterprises and outsiders were preserved. 

Let us now prepare two sets of accounts: one for business and one for 

outsiders. Since Alicia is a closed economy, outsiders are residents. 

hither they are the government, or else they are private individuals 
and institutions. 

The transactions of outsiders may be largely gleaned from the business 
accounts. For example, employee compensation paid by business enter¬ 
prises was received by outsiders (employees), business taxes were paid 
to outsiders (the government), sales by business (except on capital 
account) were purchases by outsiders (both consumers and government) 

and so on down the line. What is a debit (expense) to business may be a 
credit (income) for outsiders, and vice versa. 

,, In T * ble 1 .®" 1 the business accounts are displayed side-by-side with 
tw of outsiders. Let us look first at debit column 1. Note that 
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item has a corresponding credit in either the business investment account 
(column 4) or outsiders’ income and expenditure account (column 6). 
Business debits are either payments in the form of claims (cash, accounts 
receivable, etc.), in which case they are credits (income) for outsiders 


Table 16-1 

Relationship of Business Sector of Alicia to Outsiders, Year Ended 

December 31, 1956 



Business 

Outsiders 


Income and 
product 

Investment 

Income and 
expenditure 

Investment 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

Payments to factors: 









Employee 









compensation 

84,138 





84,138 



Interest (net) 

Corporate profits: 

393 





393 



Tax liability 

2,707 





2,707 



Dividends 

7,868 





7,868 



Undistributed 
Inventory valuation 

3,229 



3,229 





adjustment 

247 



247 





Other values added: 









Indirect business taxes 
Business transfer pay¬ 

628 





628 



ments 

1,030 





1,030 



Capital consumption 









allowance 

1,994 



1,994 





Consolidated net sales: 









To outsiders 

To business on capital 


90,386 



90,386 




account 


5,891 

5,891 






Change in inventories 

Net saving of outsiders 
Net movement in claims 


5,957 

5,957 

6,378 

6,378 


6,378 

6,378 

Totals 

102,234 

102,234 

11,848 

11,848 

96,764 

96,764 

6,378 

6,378 


(column 6), or else they register business profits or decreases in real 
assets (e.g., capital consumption allowance), in which case they are 
reflected in credits on the balance sheet (column 4). 

The same is true of all other columns. Not only is each account indi¬ 
vidually in balance (e.g., the income and product account has equal 
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debits and credits of $102,234), but in addition every debit has a corre¬ 
sponding credit on the same line in another account. 

Income of outsiders (column 6) is S96,7G4, but expenditures (column 5) 
were only S90,386. The difference, $6,378, is entered in column 5 as net 
saving. Following the example of Mr. A in Chapter 2, one might argue 
that consumption, rather than expenditure, should be deducted from 
income to arrive at net saving. For example, some of the S90,386 expendi¬ 
ture may have been for durable goods not consumed in 1956. These might 
be construed as investment purchases rather than consumption, and 
saving increased accordingly. If this treatment is adopted, however, it is 
necessary also to provide for depreciation of consumer durables. But 
Mr. A was an exception. Consumers do not ordinarily account for depre¬ 
ciation, nor is it likely that they could make accurate estimates. Further¬ 
more, consumer-depreciation accounting would not be useful in national 
income analysis. Personal expenditures generate income for others 
whether they are for durable or nondurable goods, whereas depreciation 
of consumer goods does not. Hence the national income and product 
accounts treat all household purchases as if they were consumed on the 
spot. 1 

Since net saving of outsiders is reflected in an increase in their net 
worth, the outsiders’ investment account reveals that $6,378 was saved 
(credit), and that this saving has been invested in net asset claims (debit) 
against business. The net movement in claims covers the instruments 
(shares, cash, accounts receivable, etc.) by which saving has been placed 
by outsiders at the disposition of business. 

The net movement in claims between business and outsiders is always 
equal to saving of outsiders, and therefore it is superfluous to show them 
as two separate items. In Table 16-2 the investment statements of busi¬ 
ness and outsiders are consolidated, and net movement in claims is 
automatically eliminated in the cross addition. Columns 5 and 6 are the 

consolidated saving and investment account for the entire community 
of Alicia. 


The consolidated saving and investment account may be arranged to 
shoWj net or gross saving, and net or gross investment. In either case 
the difference between the two relates to the inclusion or exclusion of 
capital consumption allowance. Gross investment is the amount of real 
assets produced and not consumed during the year; gross investment 
minus capital consumption allowance is net investment. Likewise gross 
saving is undistributed profits of business (including inventory valuation 
adjustment) before any capital consumption allowance has been reck- 

eon«nm 1U f S “T* ° f ““f"* Net 18 g ross «*ving minus capital 

consumption allowance. Column 5 of Table 16-2 shows gross investment, 

Except expenditures on housing, which axe discussed in Chap. 17 
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and column 6 gross saving. The equal totals of these columns attest to 
the equality of saving and investment (ex post ) on a gross basis. 

Net saving and net investment are also equal. Net saving consists of 
undistributed profits (83,229) after deduction of capital consumption al¬ 
lowances, adjusted for inventory valuation (8247), plus saving of outsiders 
(86,378). Net investment covers increase in inventory (85,957) plus busi¬ 
ness purchases on capital account (85,891), minus capital consumption 
allowance (81,994). Both net saving and net investment amount to 89,854. 


Table 1&-2 

Consolidation of Investment Statements of Business and Outsiders 



Business 

Outsiders' 

Consolidated 


investment 

investment 

saving and 






investment 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

Business purchases on capital account 

5,891 




5,891 


Capital consumption allowance 


1,994 




1,994 

Change in inventories 

5,957 




5,957 


Undistributed profits 


3,229 




3,229 

Inventory valuation adjustment 


247 




247 

Net saving of outsiders 




6,378 


6,378 

Net movement of claims 


6,378 

6,378 




Totals 

11,848 

11,848 

6,378 

6,378 

11,848 

11,848 


In Table 16-3 the business income and product account and outsiders’ 
income and expenditure account (both from Table 16-1) appear side-by- 
side with the consolidated saving and investment account for the com¬ 
munity (from Table 16-2). The student should study their interrelation¬ 
ships item by item. While each account is individually in balance (i.e., 
with equal debits and credits), each debit in any one account has an 
additional contra-credit in another account, and vice versa. These rela¬ 
tionships are fundamental to the aggregate entries to be studied in suc¬ 
ceeding chapters, and a thorough understanding of them is essential at 
this time. 

FOUR-SECTOR ACCOUNTING 

The principles of two-sector accounting may theoretically be applied 
to an infinite number of sectors. In the national income and product 
accounts of the United States, the Department of Commerce regularly 
publishes data on four sectors: business, government, persons, and the 
rest of the world. The first three are resident sectors, but residents do not 
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Table 16-3 

Separate Income and Product Accounts, and Consolidated Saving and 
Investment Account of Business Sector of Alicia and Outsiders, 

Year Ended December 31, 1956 



Business 

Outsiders 

Saving and 






investment 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 


(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

Payments to factors: 







Employee compensation 

84,138 



84,138 



Interest (net) 

393 



393 



Corporate profits: 







Tax liability 

2,707 



2,707 



Dividends 

7,868 



7,868 



Undistributed 

3,229 





3,229 

Inventory valuation adjustment 

247 





247 

Other values added: 







Indirect business taxes 

628 



628 



Business transfer payments 

1,030 



1,030 



Capital consumption allowance 

1,994 





1,991 

Consolidated net sales: 







To outsiders 


90,386 

90,386 




To business on capital account 


5,891 



5,891 


Change in inventories 


5,957 



5,957 


Net saving of outsiders 



6,378 



6,378 

Totals 

102,234 

102,234 

96,764 

96,764 

11,848 

11,848 


trade among themselves alone. They also have transactions with foreign¬ 
ers, which are included in the rest-of-the-world account. Together with 
these four sector accounts, the Department of Commerce publishes a 
consolidated saving and investment account for the three resident sectors. 
The full names of these accounts are as follows: 

Consolidated business income and product account 

Personal income and expenditure account 

Consolidated government receipts and expenditure account 

Rest-of-the-world account 

Gross saving and investment account 

A word on terminology is in order. When a business enterprise prepares 
a record of transactions affecting a given item (such as cash, inventory, 
sales, and the like), that record is known as an account. One would, for 
example, speak of the inventory account, the sales account, and so 
forth. One might even refer to the profit and loss account as a recapitu¬ 
lation (in a business ledger) of all transactions affecting a company’s 
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income. Arrangements of these transactions in forms presentable to 
business executives, banks, or the general reading public, however, are 
known as statements. The balance sheet is a statement, as is also the 
profit and loss statement and the statement of sources and uses of funds. 

In view of this practice, it would seem that “statement” is a more 
appropriate term than “account” for the four sector and gross saving 
and investment accounts. Doubtless the Department of Commerce’s 
reason for calling them accounts is that they are set up in a way re¬ 
sembling the traditional form of ledger accounts (in a T formation, with 
debits on the left and credits on the right). Obviously, no fundamental 
issue is at stake, and a discussion of the relative merits of these two words 
is hardly fruitful. To avoid confusion, we shall here follow the Department 
of Commerce terminology. 

The business sector account is labeled “income and product,” but 
the personal and government accounts are called “income and expendi¬ 
ture.” The differences relate to the fact that all debits in the business 
account are associated with production—i.e., with adding value to the 
gross national product—whereas debits in the other accounts represent 
a varied type of expenditure, including consumption and (in the case of 
the government) nonproductive transfer payments. 

The rest-of-the-world account is not labeled “income and expenditure” 
because, in addition to these transactions, it includes movements of 
investment between residents and foreigners. Thus the three resident 
sectors have “current” accounts, with their consolidated investment 
transactions entered in the gross saving and investment account, which 
is a “capital” account. The rest-of-the-world account, however, is a 
combined “current” and “capital” account. 

The equations for the business, government, and personal accounts 
follow readily from those studied in earlier chapters, and the student 
should be able to understand them with little additional explanation. 
Together with their debit and credit rules, they stand as follows: 

Business income and product account: 

Payments to factors other values capital consumption 
of production* + added + allowance 
DEBIT DEBIT DEBIT 

Sales to sales to business increase in 

other sectors + on capital account + inventories 
CREDIT CREDIT CREDIT 

(or, minus decrease in 
inventories, debit) 

* Business profit, being a factor payment, is entered as a debit. In the aggregate 
entries in Chaps. 17 and 18, decreases in business profit are entered as credits m the 
business income and product account. 
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Government income and expenditure account: 

Government government government 

expenditure + surplus = income 
DEBIT DEBIT CREDIT 

(or, minus 
government 
deficit, 

CREDIT) 

Saving by the government is known as government surplus; the equation 
is a statement of the fact that government surplus is equal to the excess 
of government income over expenditure. Likewise, the equation of the 
personal account states that personal saving is the excess of personal 
income over expenditure. 

Personal income arid expenditure account: 


Personal personal personal 

expenditure + saving = income 
DEBIT DEBIT CREDIT 

(or, minus 
personal 
dissaving, 

CREDIT) 


The debit and credit rules for the rest of the world and the consolidated 
saving and investment accounts require further explanation and an 
illustration. Let us suppose that in a given period sales of business enter¬ 
prises were $300, all on credit, of which $100 was to government, $100 
to persons, and $100 to foreigners. The three purchasing sectors thereby 
drew down their savings $100 each. For the sake of simplicity, no profit 
is assumed (i.e., the goods were sold at cost), and therefore inventories 
were decreased by the full $300. Let us prepare the accounts of the four 
sectors, with a separate investment account for each. The entries, for this 
transaction alone, appear in Table 16-4. 


Following the rules of the equation, the change (decrease) in inventories 
is a debit in the business income and product account, and sales to other 
sectors are credits. The business investment account records the change 
in inventories as a credit (decrease in an asset), while the debit to net 
movement in claims reflects the increase in accounts receivable. 

In the government income and expenditure account, the debit records 
an expenditure and the credit a decrease in government surplus. In the 

“* e f ment aCCOunt ’ which agisters balance sheet move- 

whiWH ^ ; + t0 gOVernment sur P Ius recor ds a decrease in net worth, 
vhUe the credit to net movement in claims reflects the account payable 


The personal and rest-of-the-world accounts have entries exactly like 
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Table 16-4 

Illustrative Entry Involving Separate Income and Product and 

Investment Accounts 



Business 

Government 


Income and 
product 

Investment 

Income and 
expenditure 

Investment 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Change in inventories 

Sales: 

300 



300 





To government 


100 



100 




To persons 


100 







To rest of world 

Government surplus 

Net movement in claims 


100 

300 



100 

100 

100 


Persons 

Rest of world 


Income and 
expenditure 

Investment 

Income and 
expenditure 

Investment 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Sales: 









To persons 

To rest of world 

100 




100 




Personal saving 

Foreigners’ saving 

Net movement in claims 


100 

100 

100 


100 

100 

100 


that of the government. On the income and expenditure account there is 
an expenditure (debit) and dissaving (credit). In the investment account 
the dissaving is shown as a debit, to record a decrease in net worth, 
while the account payable to business is entered as a credit to net move¬ 
ment in claims. 

The investment accounts of the three resident sectors—business, 
government, and persons—are consolidated in Table 16-5, but that of 
the rest of the world is left unconsolidated. In this process, $200 of 
business accounts receivable is eliminated against an equal amount of 
accounts payable by government and persons, but there remains a $10 

claim against the rest of the world. 

The entries in the income and product (or expenditure) accounts in 
Table 16-5 are the same as in Table 16-4. The consolidated saving an 
investment account covers movements in the consolidated balance sheets 
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of business, persons, and the government. The $300 credit records the 
decrease in inventories (an asset). The debits to government surplus and 
personal saving record the decrease in net worth of these two sectors, 
while the net movement in claims shows an increase in accounts receiva¬ 
ble (asset claims against foreigners). 


Table 16-5 

Consolidation of Resident Sector Investment Accounts 



Resident sectors 

Rest of world 

Business 

Govern¬ 

ment 

Personal 

Consoli¬ 
dated 
saving 
and in¬ 
vestment 

Income 

and 

expendi¬ 

ture 

Invest¬ 

ment 

Dr . 

Cr. 

Dr. 

Cr. 





Dr. 

Cr. 

Dr. 

Cr. 

Change in inventories 

300 







300 





Sales: 













To government 


100 

100 










To persons 


100 



100 








To rest of world 


100 







J00 




Government surplus 




100 



100 






Personal saving 






100 

100 






Foreigners’ saving 










100 

100 


Net movement in 













claims 







100 





100 


The investment account of the rest of the world was not consolidated 
with those of the resident sectors because the consolidated saving and 
investment account is intended to show the saving and investment of 
residents alone. Residents consumed $200 of merchandise ($100 by the 
government and $100 by persons), and this fact is reflected by the 
decrease in their saving. The net decrease in assets of residents (i e 
divestment) is $200, consisting of a decrease in inventories of $300 
offset by an increase in asset claims against foreigners of $100 
In Chapter 15, when the accounts of a closed economy were considered 
domesUe investment appeared as movements in business fixed assets and 
inventories. The definition of domestic investment is not changed when 
the closed economy assumption is dropped, but the concept of foreign 
investment w added. In the present illustration domestic investment is 
diminished $300 (inventories) and foreign investment increased $100 
(net movement in claims). Net foreign investment covers net changes in 
consolidated assets and liabilities of residents vis-k-vis foreigners. g 
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In Table 16-6 the income and expenditure account of the rest of the 
world is consolidated with its investment account. Foreigners’ dissaving, 
which is a credit to income and expenditure and a debit to investment, is 
eliminated, and all that remains is a debit reflecting expenditure by the 
rest of the world and a credit recording its increased liability to residents. 

Table 16-6 

Illustration of Four Sector Accounts, and Consolidated Resident 

Saving and Investment Account 



Business 

Govern- 

ment 

Rest of 
world 

Personal 

Saving and 
investment 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Change in inventories 

300 









300 

Sales: 











To government 


100 

100 








To persons 


100 





100 




To foreigners 


100 



100 






Government surplus 




100 





100 


Personal saving 








100 

100 


Net foreign investment 






100 



100 



A debit to net foreign investment 3 in the saving and investment account 
records an increased asset claim on the part of any resident sector (busi¬ 
ness, government, or persons) against the rest of the world (or a decreased 
liability to the rest of the world), while a credit records a decreased 
asset or increased liability. In the rest-of-the-world account, a debit to 
net foreign investment indicates an increased asset claim of foreigners 
against the resident sectors (or a decreased liability to them), while a 
credit records a decreased asset or increased liability. 

We are now ready to complete the equations and accompanying debit 
and credit rules for the remaining accounts. 

Rest-of-the-world account: 

Expenditures = income + increase in “net foreign 

investment” 4 

DEBIT CREDIT CREDIT 

(or, minus decrease in “net 
foreign investment,” debit) 

* In the United States accounts, the terms “net foreign investment” and “net 
disinvestment (by the rest of the world) in the United States” are both used and refer 
to the same quantity. The latter term is found in the rest-of-the-world account and 
consolidated saving and investment account, and the former in the national income 
and product account. Further explanation will be covered in succeeding chapters 

4 I.c., net foreign investment by residents. An increase in net assets of residents is 
the same as an increase in net liabilities of foreigners. 
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Consolidated saving and investment account: A preliminary statement of 
the saving and investment equation, based on the equality of saving and 
investment, follows: 

Investment — disinvestment = saving — dissaving 

To eliminate the negatives, it is rewritten as follows (with debit and 
credit rules added): 5 


Investment + dissaving = saving + disinvestment 
DEBIT DEBIT CREDIT CREDIT 


This equation is only a restatement of the basic balance sheet equation, 
with the same debit and credit rules. Net domestic investment consists of 
movements in real assets (increase debit, decrease credit). Foreign invest¬ 
ment consists of movements in asset claims against foreigners (increase 
debit, decrease credit) minus liabilities to foreigners (increase credit, 
which is therefore a net foreign disinvestment, and decrease debit). Net 
saving, as it appears in the saving and investment account, covers move¬ 
ments in the consolidated net worth of the resident sectors. Saving (i.e., 
increase in net worth) is a credit and dissaving a debit. 

In further illustration of the manner in which sector accounting entries 
are made, let us suppose that business enterprises paid wages of SI,000 
to laborers for their services in creating a product of the same value. 
In the entry below this transaction is recorded as of the instant it oc¬ 
curred; i.e., before business has had a chance to sell the goods or the 
recipients of wages to spend the proceeds. Thus there is an increase in 
inventories of SI,000 and there is also an increase in personal saving of 
$ 1 , 000 . 



Business 

Personal 

Saving and 
investment 

Employee compensation 

Dr . Cr. 

Dr. Cr. 

Dr. Cr. 

1,000 

1,000 


Change in inventories 

1,000 


l.OOOt 

1,001 

Personal saving 

1,000 


* Denotes saving, 
t Denotes investment. 




.. Th f stud ® nt shouId c} »eck the entry in each account back to the equa- 
on (and statement of debit and credit rules). He should furthermore 

cc J uati °n applies for either gross or net saving and investment If 
capital consumption allowance is included in saving If net it is ; j- - 8 0s f’ 

ment. In either case, it is recorded by a credit. ’ ° m ths,nve8 ^ 
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note that each entry has a contra-entry in another account as well as 
a contra-entry within the account (i.e., each debit has a contra-credit 
on the same line in a different account as well as a contra-credit on a 
different line in the same account). Investment consists of an increase 
in business inventories, financed by the saving of persons, who received 
incomes without as yet exercising the accompanying right to consumption. 

Let us next suppose that persons spent S750 of their incomes to buy 
part of the inventories they had produced. The cost of goods sold, let us 
say, was S600, and corporate profits (which have not yet been distributed) 
were SI50. The entry follows: 



Business 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

Undistributed profits 

Sales to consumers 

Change in inventories 
Personal saving 

150 

750 

600 

750 

750 

150* 

6001 

750* 


* Denotes saving, 
f Denotes investment. 


Net investment has been reduced $600 through consumption of that 
amount of inventories. Personal saving has diminished S750, but this 
dissaving has been partially offset by an increase in business saving of 
S150. Hence there has been total dissaving of S600 (equal to disinvest¬ 
ment). The two entries are combined as follows: 



Business 

Personal 

Saving and 
investment 


Dr. 

Cr. 

Dr. Cr. 

Dr. Cr. 

Employee compensation 
Undistributed profits 

Sales to consumers 

Change in inventories 
Personal saving 

1,000 

150 

750 

400 

1,000 

750 

250 

150' 

400f 

250' 


* Denotes saving, 
f Denotes investment. 


This entry shows a net increase in inventories of $400, financed by $150 
of business saving and $250 of saving by persons. 

Let us now ask ourselves why undistributed profits, which are business 
saving, are not credited to the personal account and allowed to enter 
saving and investment as part of personal saving. If this were the case, 
the combined entry would be as follows: 
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Business 

Personal 

Saving and 
investment 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. . Cr. 

Employee compensation 
Undistributed profits 

Sales to consumers 

1,000 

150 

750 

750 

1,000 

150 


Change in inventories 
Personal saving 


400 

400 


400\ 

400 


* Denotes saving, 
t Denotes investment. 


Note that business saving has been reduced SI50 and personal saving 
increased correspondingly. In this manner recognition is given to the fact 
that personal assets have increased as the value of the corporations 
owned by persons increases, and this increase in values becomes part of 
personal income. Persons are unable to spend it, however, because it has 
not been distributed to them; therefore it must be an increase in their 
saving. As a result, all saving ($400) is done by persons. 

There is, however, a distinction between the $150 and the $250 of 
saving that the last entry does not recognize. Even though the $150 of 
undistributed profits represents an increase in values owned by persons, 
it does not indicate a decision to save on the part of the same persons! 
Instead, a corporate board of directors, by withholding distribution, has 
decided that stockholders should be forced to “save” $150. On the other 
hand, employees receiving compensation of $1,000 were able to decide 
for themselves the extent to which they would save or spend it. It is 
important in economic analysis to distinguish according to persons (or 
groups) responsible for making economic decisions. Therefore the last 
entry is rejected in favor of the earlier one which distinguishes—in the 
saving and investment account—between saving decided on by a corpo¬ 
rate board of directors and that which is the free choice of persons 
directly concerned. 


PROBLEM 

Prepare the following: 

1. Worksheet, modeled after Table 16-1, showing the relationship between the 
business sector and outsiders in Cantabrigia, for the year ended December 31, 

investment 6 , Table 16 ~ 2 > showin 6 the consolidation of the 

veltdeH n K Q °. ini U3meSS SeCt ° r 0f Cantabri 6 ia and outsider for the 
year ended December 31, 1956. 

account*’ m ° de !^ d TabIe 16 - 3, Sh0Wing 8eparate income and P r °duct 
accounts and a consolidated saving and investment account for Cantabrigia 

for the year ended December 31, 1956. g 1 



CHAPTER 17 


NATIONAL PRODUCT ACCOUNTING: 
I. THE TRANSACTIONS 


With aggregate entries as a medium, let us turn now to an illustration 
of transactions affecting sector accounts in the national income and 
product system. The thirty-nine transactions in this chapter and the 
next cover the broad range of accounting principles applicable to the 
national product and related accounts. Many entries contain compli¬ 
cations not readily understood if they are reviewed only cursorily. Each 
one should be studied carefully and checked back to the descriptive text. 
The student should note that every debit and credit has at all times both 
an intraaccount and an interaccount (crosswise) contra-entry. Until he 
has learned the debit and credit rules outlined in Chapter 16, the student 
should check every entry to the equations in that chapter. After several 
entries have been covered, however, he should have gained a mental 
picture of those equations, and it will be no longer necessary to refer to 
them every time. 

The student will probably find the entries easier to understand if he 
starts with a general idea of the over-all accounting structure, and there¬ 
fore it is recommended that he turn the pages ahead at this time to 
Table 19-1. In this table the transactions of the following illustration are 
summarized in worksheet form. By observing the stubs and noting the 
columns in which crosswise contra-entries appear, the student will obtain 
a broad picture that will be of value in the more detailed study of entries. 
After he has done this, he should turn back to the present page to begin 
the study of illustrative transactions and entries. 

During the year 1956 residents of the Country of Millennium 1 engaged 
in the transactions described below. After the description of each trans¬ 
action, the entry in the sector and saving and investment accounts is 

presented and discussed. . . 

Transaction (1). Business enterprises produced inventories at a cost 


of $103,986, as follows: 

«Transactions of the mythical Country of Millennium are cited in order to avoid 
confusion with the recorded accounts of the United States for any particular year. 
In all cases, accounting principles are modeled after those of the United States accou . 
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Payments for labor $100,000 

Increase in accrued wages payable 500 

Employer contributions to social insurance 1,000 

Depreciation 2,-186 

Total cost $103,986 


Entry (1). The entry affects four accounts: business income and 
product, government income and expenditure, personal income and 
expenditure, and saving and investment. Since each account must remain 
individually in balance as the result of every entry, there are at least 
eight entries: a debit and a credit to each of the four accounts. 

Let us consider the business income and product account first. The 
total labor cost to business enterprises was S101,500, of which $100,000 
was disbursed to the workers, $1,000 to the government, and $500 is an 
increase in accrued liabilities of business to workers. The total ($101,500) 
is debited to employee compensation, but this debit is subdivided into 
the various types of compensation in order to assist in comparisons with 
other accounts. In addition, the business account has a debit of $2,486 for 
capital consumption. All these debits are offset by a credit of $103,986 to 
change (i.e., increase) in inventories. 


(lfl) Employee compensation: 

Disbursements 100,000 

Excess of accruals over disbursements 500 

Employer contribution to social 

insurance 1,000 

Capital consumption allowance 2,486 

Change in inventories 103,986 


The disbursement of wages and salaries affects the personal account as 

well. Technically, persons earned $100,500, since amounts accrued in 

their favor increase their net worth in similar fashion to amounts actually 

received. However, in order to include only income for which the decision 

to save or spend is made by the recipient, the personal income and 

expenditure account is credited with only $100,000. The contra-debit is 

made to personal saving. All income of persons is treated as saved until 
such time as it is spent. 


( 16 ) 


Personal saving 

Wage and salary disbursements 


100,000 


100,000 


The payment of $1,000 of employer contribution to social insurance 
raises an interesting question concerning the government account There 

argU “ ent ^/^diting this as a liability of the government 
(m which case it would be entered in the saving and investment account) 
since the government will some day have to repay it as old-age pensions 
to persons. There is, however, no direct link between amounts received as 
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social security contributions and those paid out to persons beyond the 
retirement age. Some contribute money that is never returned to them, 
while others receive more than they have contributed. Nor are govern¬ 
ment receipts and expenditures necessarily equal if the social security of 
all persons together is considered. The government may “subsidize” 
social security by making payments greater than its receipts or may 
conversely earn a “profit” by receiving more than it pays out. Govern¬ 
ment accounting provides for the establishment of a social security fund, 
from which the Treasury borrows by issuing government securities. 

In effect, therefore, revenue from social security is at the disposition 
of the government to save or spend as Congress and the Treasury see 
fit. Therefore it appears reasonable to consider it as current income of 
the government (just like other taxes) during the year received. As such, 
it is a credit in the government account. (Conversely, old-age benefits 
are expenditures of the government in the year they are paid.) 

Since income is considered to be saved as soon as it is received (saving 
being decreased only upon subsequent expenditure), the contra-debit is 
entered in government surplus. 

(lc) Government surplus 1,000 

Employer contribution to social insur¬ 
ance 1,000 

The entry for accrued wages is somewhat more complicated. Although 
accrued wages are, properly speaking, the income of persons, they are not 
entered as income in the personal account because they are not (as yet) 
received by persons. Persons do not have a choice of whether to spend 
or save accrued wages; they are forced to “save” them (just as they are 
forced to “save” undistributed profits of business corporations) simply 
because they have not received them. Therefore the excess of accruals 
over disbursements is, like undistributed profits, credited in the saving 
and investment account. It represents saving that consumers have 
involuntarily supplied to business. 

The gross investment of Millennium as a result of transaction (1) is 
SI03,986, consisting of an increase in inventories. This is financed by 
gross saving, as follows: 


Business gross saving: 

Excess of wage accruals over disbursements $ 500 

Capital consumption allowance 2,486 

Government surplus 1 »°°° 

Personal saving 100,000 

Total gross saving $103,986 
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The entry in the saving and investment account follows: 


(Id) Change in inventories 103,986 

Excess of accruals over disburse¬ 
ments 500 

Capital consumption allowance 2,486 

Government surplus 1,000 

Personal saving 100,000 


Net saving is $101,500, or the sum of business net saving (excess of 
accruals over disbursements), government surplus, and personal saving. 
Net investment is also $101,500; it represents the increase in inventories 
minus the capital consumption allowance. 

Entries (la) to (Id) are all in balance, because all debits are associated 
with intraaccount contra-credits, and vice versa. They are combined into 
a single presentation as entry (1), in which each debit is shown to have a 
crosswise contra-credit as well, and vice versa. 


Saving and 

Business Government Personal Investment 

Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 


(1) Employee compensa¬ 
tion: 

Disbursements 100,000 100,000 

Excess of accruals 
over disburse¬ 
ments 500 500 

Employer contri¬ 
butions to social 

insurance 1,000 1,000 

Capital consumption 


allowance 

Change in inventories 
Govt, surplus 
Personal saving 


2,486 

103,986 

1,000 


100,000 


2,486 

103,986 


1,000 

100,000 


Transaction (2). Corporations sold $80,000 of inventories to persons, 
government, and foreigners at a sales value of $108,500, as follows: 


Sales to persons 
Sales to government 
Sales to foreigners 
Total sales 


$ 85,500 
15,000 
8,000 
$108,500 


Note: The inventories in transaction (1) were produced by both 
corporations and unincorporated enterprises. Sales of merchandise by 
the latter are covered in transaction (3). 
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Entry (2). Two entries describe this transaction. Entry (2a) covers the 
sale, recording the proceeds as an increase in undistributed profits (the 
business accounting entry would be a debit to accounts receivable and 
credit to sales). Entry (26) covers the cost aspect. It treats cost of goods 
sold as a decrease in both inventories and undistributed profits (the 
business accounting entry would be a debit to cost of goods sold and 
credit to inventories). The net increase in undistributed profits as a result 
of both entries is the excess of sales proceeds over cost of goods sold 
(i.e., gross margin on sales). 



Govern¬ 

Rest of 


Saving and 

Business 

ment 

world 

Personal 

investment 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Undistributed 





profits 108,500 




108,500 

Sales: 





Consumers 85,500 



85,500 


Government 15,000 

15,000 




Abroad 8,000 


8,000 



Personal saving 



85,500 85,500 

Government surplus 

15,000 



15,000 

Net foreign investment 


8,000 


8,000 


Credits to sales in the business account record business income, while 
debits in the government, rest-of-the-world, and personal accounts record 
expenditures on the part of these sectors. Personal saving, government 
surplus, and net foreign investment appear to be similarly treated as 
credits in the respective sector accounts and debits to saving and invest¬ 
ment. However, it must be remembered that net foreign investment is an 
increase in net asset claims against foreigners (i.e., an increase in invest¬ 
ment), while government surplus and personal saving are movements in 
saving (i.e., net worth of persons and government). 


(26) Undistributed profits 
Change in inventories 


Business 
Dr. Cr. 

80,000 

80,000 


Saving and 
investment 
Dr. Cr. 

80,000 

80,000 


Undistributed profits are decreased by S80,000 in entry (2b), through a 
credit in the business account and a debit in saving and investment. 
There is a decrease in inventories, recorded as a debit in the business 
account and credit in saving and investment. Entries (2a) and (26) are 
combined into entry (2). 
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Rest of 


Saving and 

Business 

Government 

world 

Persojial 

investment 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Undistributed 





profits 28,500 




28,500 

Sales: 





Consumers 85,500 



85,500 


Government 15,000 

15,000 




Abroad 8,000 


8,000 



Change in 





inven¬ 





tories 80,000 




80,000 

Government surplus 

15,000 



15,000 

Personal saving 



85,500 

85,500 

Net foreign investment 


8,000 


8,000 


Transaction (3). Unincorporated business enterprises sold for §8,500 
inventory with a production cost of §6,000. All sales were made to 
consumers. 

Entry (3). The gross margin of §2,500 earned by unincorporated enter¬ 
prises is debited in the business account to a profit item called “income 
of unincorporated enterprises.” The business account also records a 
decrease (debit) in inventories of §6,000, and a credit to sales of $8,500. 
The entry, with contra-entries in the personal and saving and investment 
accounts, follows: 

Saving and 

Business Personal investment 



Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

(3) Income of unincorporated 







enterprises 

2,500 



2,500 



Sales to consumers 

Change in inventories 
Personal saving 

6,000 

8,500 

8,500 

6,000 

6,000 

6,000 



A striking part of this entry is that the crosswise contra-credit for 
income of unincorporated enterprises is made in the personal account. 
Had the profits been earned by corporations (and not distributed), on 
the other hand, they would have been credited to saving and investment 
as increments of business saving. By a credit of §2,500 in the personal 
rather than the saving and investment account, entry (3) appears to be 
based on the assumption that income of unincorporated enterprises is 
distributed to persons as soon as earned. 

One reason for this treatment is that there is no realistic distinction 
between income distributed and income reinvested in unincorporated 
enterprises. In Chapter 4 it was discovered that Mr. Adams could invest 
or withdraw funds at will from his unincorporated store. Liquid funds 
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of the Adams Store were at his personal disposal just as readily as his 
personal bank account. Likewise, Mr. Adams’s personal bank account 
would doubtless be available to the store should the need arise. The fact 
that other assets (machinery and equipment) may not be so readily 
transferred between Mr. Adams and the store does not detract from the 
existence of a large area of funds that can easily be at the disposal of 
either and therefore cannot be rigidly classified into personal or business 
saving. 

Furthermore, the decision to distribute or reinvest the income of 
unincorporated enterprises lies with the owners themselves rather than 
with a corporate board of directors. It is as if all income were distributed 
to them, and they of their own free will decided to save it. Since this 
decision is made by the persons to whom the income accrues, that income 
is credited to the personal account and personal saving correspondingly 
increased as a contra-debit. 

The net credit to saving (S6,000) in the personal account is a composite 
of two elements: a credit of $8,500 to record the dissaving associated 
with consumer purchases, and a debit of $2,500 which is contra to the 
income of unincorporated enterprises. 

Transaction (4). Businesses produced capital goods at a cost of $2,000 
for labor (all disbursed) and $400 for depreciation. Instead of being sold 
to other businesses, these fixed assets were put into service by the enter¬ 
prises that had produced them. 

Entry (4). As explained in Chapter 15, all increases in business fixed 
assets, whether produced for own use or for sale to another company, are 
entered in “sales to business on capital account.” 


Business 
Dr. 


Personal 


Saving and 
investment 


Cr. 

Dr. 

Cr. 

2,000 

Dr. 

Cr. 

2,400 


2,400 

400 


2,000 



2,000 


(4) Employee compensation* 2,000 
Capital consumption allowance 400 
Sales to business on capital accountf 
Personal saving 

* In order to save space, the term "employee compensation” is used in this and 

8C] fH"Saks "to busi V n a eM U on S capital account” covers, in the United States accounts, 
newly produced durable goods whose average life is greater than three years. 

Transaction (6). Business enterprises produced fixed assets at a cost 
of $18,900, consisting of wages and salaries of $17,400 a nd depreciaUo 
of $1,500. They sold them to other business enterprises for $20,300. 
Entry (5). Production and sales of assets are always recorded at 
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latest value at which they were traded (or produced). In the case of 
transaction (4), that was the cost value, since the goods were not sold. 
In transaction (5), however, the goods were sold at a price of $20,300, 
which is entered as “sales to business on capital account.” In the busi¬ 
ness account, the debit entries cover employee compensation of $17,400, 
capital consumption allowance of $1,500, and undistributed profits of 
SI,400 (the difference between cost and selling price). 



Business 

Personal 

Saving and 
investment 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. Cr. 

(5) Employee compensa¬ 
tion 

Undistributed profits 
Capital consumption 
allowance 

Sales to business on 
capital account 
Personal saving 

17,400 

1,400 

1,500 

20,300 

17,400 

17,400 

1,400 

1,500 

20,300 

17,400 


Transaction (6). Business enterprises imported $5,247 of merchandise 
from foreigners during 1956, while imports by persons were $1,753. 

Entry (6). Transactions in merchandise between residents and foreign¬ 
ers are shown on a net basis in the sector accounts. As part of transaction 
(2), business exported $8,000, and in the present transaction its imports 
are $5,247. In the business account net sales to foreigners will have a 
credit of $2,753 (which is $8,000 minus $5,247) on account of these two 
transactions. The economist interested in resident-foreigner transactions 
on a gross basis must refer to the country’s balance of payments, which 
will be covered in subsequent chapters. 

Personal imports are debited in the personal account, and both personal 
and business imports are credited to the rest of the world, which has 
made the sale. The entry in net foreign investment records the transfer 
of claims pertaining to the payment. If payment was made in local 
currency (i.e., a liability of the Millennium government or Millennium 
banks), the credit ($7,000) in saving and investment represents an 
increased liability to foreigners. To the rest of the world, however, it is 
an increase in assets (claims against the Millennium monetary authority 
or banks) and is therefore a debit. If payment was in foreign currency 
(daims against foreign monetary authorities or banks) it is a decreased 
liability of foreigners and decreased asset of residents. In either case 
net foreign investment is a debit in the rest-of-the-world account and a 
credit in the consolidated (resident) saving and investment account. 

The entry in “change in inventories” indicates that business inven¬ 
tories have increased by the amount of the imports.. 
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Saving and 

Business 

Rest of world 

Personal 

investment 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

(6) Business sales to abroad 5,247 

5,247 



Change in inventories 5,247 



5,247 

Personal purchases from 




abroad 

1,753 

1,753 


Personal saving 


1,753 

1,753 


Net foreign investment 7,000 7,000 


Transaction (7). Construction companies built and sold S20,000 of 
buildings during the year, as follows: 


S 8,000 
10,000 
2,000 
§ 20,000 

For simplicity, it is assumed that construction companies had no work 
in process at the beginning or end of the year and that materials com¬ 
panies sold only to construction companies. Following are the (consoli¬ 
dated) profit and loss statements of both groups of enterprises: 


Type of building 

Homes 

Factories and office buildings 
Office buildings 


Sold to 

Persons and real estate companies 
Business enterprises 
Government 


Selling value 


Construction companies: 

Sales of buildings 
Less construction costs: 
Materials 

Wages and salaries 
Depreciation 

Net profit 

Materials companies: 

Sales of materials 
Less cost of goods sold: 
Inventories, Jan. 1 
Manufacturing costs: 
Wages and salaries 
Depreciation 
Total 

Less: Inventories, Dec. 31 
Cost of goods sold 
Net profit 


$ 20,000 

$5,172 

7,250 

1,115 13,537 

S 6,463 

$ 5,172 

$2,278 

$1,750 

112 1,862 

$4,140 

155 

3,985 
$ 1,187 


Entry (7). Since sector accounts are consolidated and since the entry 
covers the joint efforts of both materials-producing and construction 
companies, their profit and loss statements must be consolidated. Ihi 

is done as follows. 
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Construction Materials 





companies companies 

Eli mi nations 

Consolidated 


Dr. 

Cr. Dr. Cr. 

Dr. Cr. 

Dr. 

Cr. 

Sales 


20,000 5,172 

5,172 


20,000 

Inventory, Jan. 1 
Purchase of materials 

5,172 

2,278 

5,172 

2,278 


Wages and salaries 

7,250 

1,750 


9,000 


Depreciation 

1,115 

112 


1,227 


Inventory, Dec. 31 


155 



155 

Net profit 

6,463 

1,187 


7,650 


Totals 

20,000 

20,000 5,327 5,327 

5,172 5,172 

20,155 

20,155 


The consolidated statement discloses that materials and construction 
companies together made sales to the public (as elaborated earlier) of 
§20,000. Together they paid wages and salaries of S9,000 and incurred 
depreciation of §1,227. Together they drew down inventories of materials 
by §2,123 (i.e., $2,278 minus $155), and together they earned net profit 
of $7,650. It is on the basis of these data that we shall proceed with the 
entry for the social accounts. 

In United States national product accounting no distinction is made 
between buildings produced for commercial purposes and those produced 
as homes. All construction of dwellings is carried as sales to business on 
capital account. If they are purchased by landlords who rent them to 
tenants, the landlords are included in the business sector, the houses as 
business assets, and the rental as sales of housing services to consumers. 
Furthermore, if homes are occupied by their owners, those owners are 
considered part of the business sector in their capacity as owners, selling 
housing services to themselves as consumers. In this way the consumption 
of housing services is recorded over the life of the dwellings rather than 
in the year of their construction. 

Let us suppose that $100,000 of homes are constructed during a given 
year and sold to a realty corporation which in turn rents them to persons. 
At the time of construction these homes are entered as sales to business 
on capital account. Each year the corporation collects $10,000 rent from 
the occupants. In the business account this rent is credited to sales to 
consumers (of housing services). The contra-debit is entered in undis¬ 
tributed profits (as part of corporate profits). This type of entry will be 
covered in transaction (8) and is mentioned here only to give the student 
an advance picture of the complete accounting for dwellings. 

Let us next suppose that a single house is constructed and sold to one 
person (not in the real estate business), who in turn rents it to another. 
The landlord is considered a business in his capacity as owner of the 
building, whose selling value is credited to sales to business on capital 
account. The rent he receives is credited, in the business account, to sales 
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(of housing services) to consumers. The contra-debit, however, is to an 
item called “rental income of persons.” This entry will also be illustrated 
in transaction (8). 

As a third case, let us suppose that S100.000 of buildings are sold 
directly to the persons who intend to occupy them. If they had instead 
been rented, they would have yielded $ 10,000 income a year. In order 
to treat this case consistently with the preceding ones, and to include all 
new construction of homes as business capital, and all consumption of 
housing services as sales to consumers in the year in which that con¬ 
sumption takes place, the owner-occupiers of the homes are classified as 
businesses in their capacity as owners and persons in their capacity as 
occupiers. Thus the $100,000 construction is credited to sales to business 
on capital account. During each year of occupancy, a fictional transaction 
is recorded, showing sales to persons (credit) and rental income of 
persons (debit). This is known as “imputed income.” This case will be 
illustrated in transaction (10). 

Let us return to transaction (7). The construction of homes ($8,000) 
and commercial buildings ($10,000) are together entered as sales to 
business on capital account ($18,000). The sale of buildings to govern¬ 
ment ($2,000), however, is treated as current sales to government. In 
the government account no distinction is made between purchases of 
capital goods and purchases for current consumption. The government is 
such an important spending power that its total expenditures become a 
significant quantity in economic calculations, such as those relating to 
fiscal policy and its effect on full employment or inflation. Government 
spending has the same (inflationary or antideflationary) effect whether it 
is made for capital goods or for current consumption. If we were to omit 
government spending on capital goods from the debits and substitute 
some form of depreciation accounting or imputed rent, the debits might 
show an accurate recording of current government consumption, but 
they would be of little use in analyses of fiscal policy. Government surplus 
is the difference between government receipts and expenditures, and it is 
decreased by $2,000 in the present transaction. 

Saving and 

Business Government Personal investment 

Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 


(7) Employee compensation 9,000 
Undistributed profits 7,650 

Capital consumption 

allowance 1,227 

Sales to government 
Sales to business on 
capital account 

Change in inventories 2,123 
Government surplus 
Personal saving 


2,000 2,000 

18,000 

2,000 

9,000 


9,000 

7,650 

1,227 


18,000 

2,123 

2,000 

9,000 
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The decrease in materials inventory ($2,123) is debited to “change in 
inventories” in the business account and credited in saving and invest¬ 
ment. Business profit ($7,650) is entered as undistributed profit (of 
corporations) on the assumption that all materials and construction 
companies were corporations. If any were sole proprietorships or partner¬ 
ships, their share of the profit would be entered instead as “income of 
unincorporated enterprises.” 

Transaction (8). Rent of homes and apartments during the year 
amounted to $12,235, paid as follows: 


To corporations S 5,235 

To persons whose primary occupation is real estate 4,972 

To other persons 2,028 

Total rent paid $12,235 


Entry (8). Rent of homes and apartments is included in the sales of 
goods and services by business to consumers. If it is earned by corpo¬ 
rations, the contra-entry is made in undistributed profits. If it is earned 
by persons primarily engaged in the real estate business, or by unincorpo¬ 
rated enterprises, the contra-entry is made in income of unincorporated 
enterprises. If, however, it is earned by persons not primarily engaged in 
real estate—as in the case of a person who rents a single property to 
another—it is entered as rental income of persons. 



Business 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Income of unincorporated enter- 

prises 

4,972 

4,972 


Rental income of persons 

2,028 

2,028 


Undistributed profits 

5,235 


5,235 

Sales to consumers 

12,235 

12,235 


Personal saving 


5,235 

5,235 


Transaction (9). The persons and enterprises receiving rental income 
in transaction (8) had the following expenses in connection with their 
properties: 



Corporations 

U nincorporated 
enterprises* 

Other 

persons 

Taxes 

*432 

*347 

$189 

Insurance premiums 

102 

88 

56 

Other services f 

146 

123 

77 

Depreciation 

19 

13 

34 

Total 

*698 

*571 

*356 


t Payments to electric power companies, coal companies, plumbers, etc. 


Total 


068 

246 

345 

66 


*1,625 
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Insurance companies paid claims of S214 for dwellings destroyed by 
fire and other casualty during the year. Thus their net receipts were $32 
(premiums of S246 minus claims of S214). The accounts of insurance and 
other service companies revealed the following transactions: 


Receipts from landlords: 

Insurance companies (net) $ 32 

Other service companies 345 $377 

Less expenses: 

Employee compensation §236 

Depreciation 45 281 

Net profits § 


Entry (9). Expenses connected with rental income are credited, in the 
business account, as reductions in the profits of corporations ($698), 
unincorporated enterprises (§571), and rental income of persons ($356). 
The contra-debits record the expenses according to category of flow, as 
follows: 

a. Indirect business taxes of $968, covering total property taxes 

b. Employee compensation of $236, consisting of wages and salaries 
paid by insurance and other service companies 

c. Capital consumption allowances of $325, covering depreciation of 
dwellings ($66), depreciation charged by insurance and other service 
companies ($45), and claims paid by insurance companies ($214) for 
destruction of buildings on account of fire and other casualty 

d. Undistributed profits of $96, covering the net income of insurance 


and other service companies 


Business 
Dr. Cr. 

(9) Employee compensation 236 

Income of unincorporated 

enterprises 571 

Rental income of persons 356 

Undistributed profits 96 698 

Indirect business tax and 

nontax liability 968 

Capital consumption allow¬ 
ance 325 

Government surplus 
Personal saving 


Saving and 

Government Personal investment 

Dr. Cr. Dr. Cr. Dr. Cr. 

236 

571 

356 

698 96 

968 

325 

968 968 

691 691 


Entry (9) is undoubtedly the most complicated encountered so far. 
It covers the accounts of several types of enterprises and involves an 
implicit elimination in consolidation. The landlords made payments to 
other companies which were ignored (i.e., eliminated in consolidation). 
Instead, the manner in which recipient companies employed the funds is 
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covered by the entry. As in other entries, the student should be careful 
to check all figures to the text and to be sure he understands every one. 

Transaction (10). The imputed rent on owner-occupied homes was 
estimated at $2,188 during the year. This is the value for which owner- 
occupied homes could have been rented. Owners paid $122 for upkeep 
(electricity, heat, fuel, insurance premiums, maintenance and repair work, 
and other costs), and S98 for taxes. Their homes depreciated $105. Let 
us assume that the companies providing services to homeowners (electric 
company, coal company, etc.) spent $111 on labor cost and that the 
remainder was profit (for simplicity, no depreciation or other cost on 
their part is assumed). 

Entry (10). Homeowners as businessmen have sold $2,188 of services of 
homes to homeowners (themselves) as consumers. Since deduction is 
made for their expenses ($122 upkeep, S98 taxes, and $105 depreciation), 
their net rental income was only $1,803. The debit for upkeep is recorded 
in the business account among the items reflecting the manner in which 
it was disposed by the recipient companies: Sill as employee compen¬ 
sation, and Sll as undistributed profits (on the assumption that all were 
corporations). There is a debit of $105 to capital consumption allowance 
(depreciation of homes) and of S98 to indirect business taxes (property 
taxes). 


Business Government Personal 
Dr. Cr. Dr. Cr. Dr. Cr. 


(10) Employee compensation 
Rental income of persons 
Undistributed profits 
Indirect business tax and 
nontax liability 
Capital consumption allow¬ 
ance 

Sales to consumers 
Government surplus 
Personal saving 


111 

1,803 

11 

98 98 

105 

2,188 2,188 
98 


111 

1,863 


214 


Saving and 
investment 
Dr. Cr. 


11 


105 

98 

214 


Transaction (11). The government paid interest of $7,888 on its bonds, 
including $5,000 to business enterprises and S2.888 to persons. In addition' 
business enterprises paid $12,000 interest to persons, so that total interest 
received by persons was $14,888. 

Entry ( 11 ). Interest paid by business enterprises is entered on a net 
basis, in order to show only the net cost of borrowed capital. Let us 

.... ^ lllion from persons and lends $2 

million to the government. Since only S3 million of net borrowed capital 
is used by business, only the net cost of that S3 million is debited in the 
business account. In the present case, the business account reflects a 
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debit of $7,000 for interest (i.e., $12,000 interest paid to persons minus 
$5,000 interest received from the government). In the government 
account interest is debited $7,888, while in the personal account it is 
credited $14,888. The entry in undistributed profits is made on the 
assumption that all businesses concerned are corporations, whose undis¬ 
tributed profits are reduced by the net amount of interest they pay. 


Business 

Government 

Personal 

Saving and 
investment 

Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

Dr. Cr. 

(11) Undistributed profits 7,000 

Net interest 7,000 

Government surplus 

Personal saving 

7,888 

7,888 

14,888 

14,888 

7,000 

7,888 

14,888 


Transaction (12). Business enterprises paid $1,672 of labor income in 
addition to wages and salaries and contributions to social insurance. This 
“other labor income” consisted of contributions to private pension and 
welfare funds, compensation for employee injuries, and the like. 

Entry (12). “Other labor income” is debited, in the business account, to 
a separate item under the general heading “compensation of employees.” 
For the sake of simplicity, let us assume that the contra-entry registers 
a decrease in undistributed profits (i.e., that businesses charged these 
items to profit and loss). It could equally well involve an increase in 
inventory values, if, let us say, payments into pension funds constituted 
a regular part of the compensation of direct and indirect labor. 



Business 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

(12) Employee compensation: 

Other labor income 

1,672 

1,672 


Undistributed profits 

1,672 


1,672 

Personal saving 


1,672 

1,672 

Transaction (13). Workers 

and salaried employees paid $1,578 as their 


contribution to social security. 


Entry (13). This payment is a debit in the personal account and a 
credit to government, with corresponding decrease in personal saving and 


Government 

Dr. Cr. 

Personal 

Dr. Cr. 

Saving and 
investment 
Dr. Cr. 

(13) Personal contribution to social 
insurance 

Government surplus 1 >578 

Personal saving 

1,578 

1,578 

1,578 

1,578 

1,578 
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increase in government surplus. The discussion concerning the propriety 
of making an income rather than a liability entry, which was covered in 
connection with entry (lc), above, also applies here. 

Transaction (14). Businesses paid taxes to the government (except 
profits tax) of $1,517. In addition, nontax payments of $223 were made. 
The latter cover all other payments from business to government (except 
the direct purchase of goods and services from government enterprises), 
and they include such items as fines, license fees, street-paving assess¬ 
ments, and the like. 

Entry (14). Taxes and nontax payments are entered together under the 
heading “indirect business tax and nontax liability.” Let us assume they 
were all paid by corporations and therefore served to diminish undistrib- 


uted corporate profits. 

Business 

Government 

Saving and 
investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

(14) Undistributed profits 

1,740 


1,740 

Indirect business tax and 




nontax liability 

1,740 

1,740 



Government surplus 1,740 1,740 

Transaction (15). Corporations’ loss on bad debts amounted to $477. 
Entry (15). The entry involves a debit to transfer payments in the 
business account and credit in the personal account with corresponding 
adjustment of the saving of each. 



Business 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

(15) Undistributed profits 

Business transfer payments 
Personal saving 

477 

477 

477 

477 

477 

477 


Transaction (16). Doctors, lawyers, nurses, and other professional men 
rendering services to consumers but not employed on a salary basis 
earned incomes of $10,982. They had $7,322 of expenses which (for the 
sake of simplicity) we shall consider to consist entirely of compensation 
to employees. 

Entry (16). Professional persons working on a contract basis (i.e., not 
as salaried employees) are classified as unincorporated enterprises, and 
their services are sales to consumers. 


(16) Employee compensation 

Income of unincorporated enterprises 
Sales to consumers 


Business Personal 


Dr. 

Cr. 

Dr. 

Cr. 

7,322 



7,322 

3,660 

10,982 

10,982 

3,660 
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Transaction (17). Engineers, economic consultants, lawyers, and other 
professional men rendering services to business on a contract basis earned 
incomes of S4,337. Let us assume, for simplicity, that they had no expenses 
connected with their work. Their servcies were employed as follows: 


In the production of business fixed assets 
In the production of inventories 

In general consultation concerning mode of production, organization, legal 
advice, etc. 

Total 


$3,082 

112 

1,143 

$4,337 


Entry (17). As in the case of transaction (16), earnings of professional 
men are treated as income of unincorporated enterprises. The contra- 
credits are sales to business on capital account, increase in inventories, 
and—since business accountants would charge general consultation 
expenses to profit and loss—decrease in undistributed profits. 



Business 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

(17) Income of unincorporated 

enterprises 

4,337 

4,337 


Undistributed profits 

1 ,143 


1,143 

Sales to business on capital account 3,082 


3,082 

Change in inventories 

112 


112 

Personal saving 


4,337 

4,33‘ 


Transaction (18). Business enterprises suffered losses of SI,232 from 
accidental damage of fixed capital by storm, fire, or other casualty. 

Entry (18). Losses of this sort are deemed extraordinary by business 
accountants, who enter them as debits to earned surplus rather than 
decreases in current net profit. For society as a whole, however, they are 
quite normal and are a regular charge against the social product of 
capital. This was discussed on page 137, in connection with a theft of 
money from the Adams Corporation. 

In the present case, the extraordinary loss involves a decrease in the 
value of fixed assets. When the national product accounts are prepared 
from business data, losses of this sort must be deducted from business 
profits and added to capital consumption allowance, which therefore 
covers two elements, depreciation and accidental loss or damage. 


Business 
Dr. Cr. 


Saving and 
investment 
Dr. Cr. 

1,232 


(18) Undistributed profits 

Capital consumption allowance 


1,232 


1,232 


1,232 
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Transaction (19). Farmers sold $19,543 of produce to consumers. 
Depreciation on farm buildings (except the homes of farmers) was $1,223, 
and farmers paid wages and salaries of $13,482 to hired help and other 
employees. In addition to the proceeds of sales, farm income consisted 
of $2,136 of subsidies from the government. 

Entry (19). Profits of incorporated farms are debited to undistributed 
profits in the business account and those of unincorporated farms to 
income of unincorporated enterprises. Let us assume that all farms in 
Millennium are unincorporated. Their income was from two sources, 
sales to consumers and government subsidies. Both are credits in the 
business account; 2 the crosswise contra-debit for the former is in the 
personal account and for the latter in the government account. 


Business Government 
Dr. Cr. Dr. Cr. 


(19) Employee com¬ 
pensation 13,482 

Income of unin¬ 
corporated 

enterprises 6,974 

Subsidies from 

government 2,136 2,136 

Capital consump¬ 
tion allowance 1,223 
Sales to consumers 19,543 

Government surplus 2,136 

Personal saving 


Saving and 
Personal investment 

Dr. Cr. Dr. Cr. 


13,482 


6,974 


19,543 

913 


1,223 

2,136 

913 


Transaction (20). Farmers produced food and fuel at a cost of $700 
and market value of $763, which they consumed themselves. 

Entry (20). The national income and product accounts show imputed 
production and consumption in this instance just as in the case of owner- 
occupied homes. The accounts are designed to show as much of the gross 
national product as can feasibly be reported, and the fact that output is 
consumed by the person who produced it is insufficient reason to exclude 
it. Therefore the cost of farm-produced and -consumed food and fuel is 
entered in the appropriate debit items of the business account and credited 
to sales to consumers. 

For the sake of simplicity let us treat the cost of food and fuel entirely 
as employee compensation. The full market value (at which the farmer 

1 Subsidies from government are credited to the business account because, like 
Bales, they are business income. They do not, however, fit into any of the credit items 
of the business account equation (in Chap. 16). When the account is prepared in 
statement form, it will be seen that subsidies are actually carried on the debit side 
with a minus sign, among “other values added. 
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could have sold the food and fuel) is entered as sales to consumers (i.e., 
sales by the farmers as businessmen to themselves as consumers), and 
the difference between cost and selling value is imputed net income of 
unincorporated (farm) enterprises. 


(20) Employee compensation 

Income of unincorporated enterprises 
Sales to consumers 


Business 

Personal 

Dr. Cr. 

Dr. 

Cr. 

700 


700 

63 


63 

763 

763 


the following 

con- 


A -- - — y ^ - — q — — ^ ^ V ^ J / * V/ A 

1956. Certain accounts, such as depreciation, that are irrelevant to the 
present discussion, are omitted for the sake of simplicity. 


Income: 


Interest on investments 


$ 9,450 

Service charges to customers 


4,560 

Total 


$14,010 

Less expenses: 



Wages and salaries 

$2,377 


Interest paid on deposits 

5,562 


Goods and services purchased from other producers 

4,609 


Total 


12,548 

Net profit 


$ 1,462 


For simplicity, let us assume that the $4,609 of payments to other pro¬ 
ducers for goods and services sold to banks was spent by them on wages 
and salaries, and that they had no profits or other expenses. 

Entry (21). This entry is covered in two stages. To simplify the ex¬ 
planation, let us first assume (unrealistically) that all service charges 
were levied against persons and none against business enterprises and 
that all interest on deposits was paid to persons. If the entry on the basis 
of this assumption is first understood, the transition to the more realistic 
case, where banks serve businesses as well as persons, will not be difficult. 

Under this preliminary assumption, bank services are credited as sales 
to consumers in the business account. But how are they valued? Shall 
we assume their value is equal to service charges made? If so, we would 
cover only a part of banking services, for a depositor is not required to 
pay service charges if his account is large enough so that the bank can 
finance its maintenance cost by lending to others for interest. Charges 
are levied only when a deposit is so low that its bookkeeping and check¬ 
clearing costs are not covered by the interest it earns. Thus bank services 
to persons are paid for partly by service charges and partly by interest 
earned from the investment of deposit money. The value of bank services 
is equal to the interest earned by banks on their investments (net of 
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interest payments to depositors) plus their service-charge income, as 
follows: 


Interest earned on bank investments $9,450 

Less: Interest paid on deposits 5,562 

Net interest earned $‘S ,888 

Service charges to customers 4,560 

Total services rendered by banks $87448 


Banks earned interest of §9,450 on money entrusted to them by 
depositors and which they in turn loaned to others, but they had to pay 
interest of §5,562 (e.g., interest on savings accounts) in order to obtain 
(some of) those deposits from persons. Therefore the net value of services 
rendered by banks to persons and paid for by interest was $3,888. In 
addition, persons paid service charges of $4,560 to banks, and therefore 
the total value of checking, collecting, and other services rendered by 
banks to persons was $8,448. 

Let us record the transaction as if banks had paid the entire amount of 
theu interest receipts ($9,450) to persons and asked persons to pay the 
full value of bank services (S8,448). This involves an imputed interest 
income ($3,888) of persons along with their actual receipts ($5,562) and an 

payment ($4 56^ ^ PerS ° nS S6rViCeS ($3>888) al ° ng with the actuaI 


Employee compensation 
Undistributed profits 
Net interest 
Sales to consumers 
Personal saving 


Business 

Personal 

Saving and 
investment 

Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

6,986 

1,462 9,450 
9,450 

8,448 

8,448 

7,988 

6,986 

9,450 

9,450 1,462 

7,988 


thfhSZ7«o e SS en ? ati0n C0V6rS WageS and salaries directly by 
he banks ($2,377) plus payments to other producers who in turn paid 

ht'77 7 "* t0 ““ted profits in The busing 

decreased net whiIe the credit represents the 

, . “ , aat P rofit of those corporations that paid interest ($9 4*501 

made to ZL wild* COrporations - » any were 

Paid to persons, since ^ Canceled gainst 

on a net basis. transactions between business and persons are recorded 
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where banks provide services both to the business sector and to persons. 
In that case, only the value of services provided to persons is a sale to 
consumers, and services provided to business are recorded as a decrease 
in the profits of the enterprises acquiring them (i.e., a charge against 
profit and loss). 

Let us suppose that total bank services, which were assumed above to 
be rendered only to persons, were instead divided between business 
enterprises and persons as follows: 


Interest on investments 
Less: Interest paid on deposits 
Net interest earned 
Service charges to customers 

Total services rendered by banks 


Business 

Persons 

Total 

84,000 


89,450 

906 


5,562 

83,094 

8 794 

83,888 

1,372 

3,188 


84,466 

83,982 

88,448 


The allocation of interest on investments in this table is based not on 
the sector in which the investment was made (which is presumed to be 
the business sector in each case), but on the sector from which the money 
available for investment was provided through deposits. Thus banks 
earned interest of S4.000 by investing (in securities of business corpo¬ 
rations) money received as business deposits, and So,450 by investing 
(also in business corporations) money received as personal deposits. 

Sales to consumers is credited with total services, both imputed and 
paid for, rendered to persons, which amount to S3,982. Services rendered 
to business are part of the expenses of business enterprises and act to 
diminish their profits. On the simplifying assumption that all were 
corporations, S4,466 is credited to undistributed profits in the business 
account. The S4,000 interest applicable to business deposits is an inter¬ 
business transaction (the payment by business being imputed to the 
corporations that provided the deposits) and is eliminated in consoli¬ 
dation. Only the $5,450 of interest applicable to personal deposits may be 
construed as personal income. Of this amount, $4,656 was paid by banks 


and $794 is imputed. 





Saving and 


Business 

Personal 

investment 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Employee compensation 

6,986 

5,450 

4,466 


6,986 

5,450 

4,466 

1,462 

Undistributed profits 

1,462 



Net interest 

5,450 

3,982 

3,982 

8,454 

5,450 



Sales to consumers 

Personal saving 

\ 41 



8,454 
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When the three movements in undistributed profits are combined into 
one, the transaction appears as in entry (21). 

Saving and 

Business Personal investment 



Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

(21) Employee compensation 

6,986 



6,986 



Undistributed profits 

Net interest 

5,450 

8,454 


5,450 

8,454 


Sales to consumers 


3,982 

3,982 




Personal saving 



8,454 



8,454 


PROBLEM 






Residents of the Country of Neverland reported the following transactions 
during the calendar year 1956: 

(1) Business enterprises disbursed $128,424 for direct and indirect labor in 
connection with the production of inventories, including employer contribution to 
social security of $1,340. After deducting a further amount of SI,722 covering 
employee contribution to social security, they distributed the remainder to the 
workers. Liability for accrued wages on account of the same labor classifications 
was $12,984 on December 31, 1955, and $13,676 on December 31, 1956. Depercia- 
tion charged to overhead amounted to $22,612. (Note: Employee contribution for 
social security should be treated as if disbursed in cash to workers and paid to 
the government by them.) 


(2) Business enterprises sold $101,200 to consumers in Neverland, $12,702 to 
the government, and $4,227 to foreigners. Cost of goods sold was $79,589. Sales 
of $18,590 by unincorporated enterprises, with a cost of $12,167, are included in 
these amounts; all other sales were made by corporations. 

(3) Hotels in Neverland (all incorporated) collected $9,432 for overnight 
lodging, of which $827 was paid by foreign tourists and the rest by Neverland 
residents on vacation. The same hotels paid $2,434 for labor and incurred $1,638 
of depreciation but had no other expenses. 

(4) Business corporations produced machines at a total cost of $15,552, includ¬ 
ing labor of $14,229 and depreciation of $1,323. They sold $8,017 of them to other 
business enterprises for $10,292 and $1,236 to the government for $2,443. The 
rest were retained by the producing companies for their own use. 

(5) Imports of Neverland amounted to $14,228, of which $9,872 was purchased 

/AW? 6 '? enfcerpnses - S3 > 919 b y the government, and the rest by persons. 

(6) Coal, iron, and steel companies produced the basic materials for automobile 
construction at a cost of $18,204, of which $14,104 was spent for labor and the 
remainder covered depreciation. They added $2,000 of these materials to their 

ventones and sold the rest to automobile producers for $23,126. By incurring 

whfchTh fi ; and dep ; eciation of S 2 3 4 5 6 - 012 . the latter manufactured cars, 
which they sold to consumers for $60,771. 

Companies (al1 incorporated) completed and sold $9,000 of 

AtX’ beJin . buildings ' and of government buildings. 

At the beginning of the year $2,100 of homes (at cost) were in process of cot 
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struction, as compared with $ 2,600 at the end of the year. No other buildings 
were in process at either date. Costs of construction consisted of labor payments 
of $12,400, materials of $3,700, and depreciation of $2,100. All materials were 
taken from inventories of the construction companies, and it was not necessary 
to make further purchases during the year. 

(8) Corporate realty companies received rent of S5,432 for homes and apart¬ 
ments, in connection with which they had the following expenses: 


Wages and salaries 

$1,436 

Taxes (except profits tax) 

910 

Insurance premiums 

620 

Depreciation 

64 

Total 

$3,030 


They suffered losses of S836 due to fire and other casualty, of which $672 was 
reimbursed through insurance claims. The insurance companies concerned (which 
were all corporations) paid wages of $412 but had no other expenses or income. 

(9) Persons engaged primarily in real estate received rent of $3,212 for homes 
and apartments and paid taxes of $823 and salaries of $1,117. They paid no 
insurance or other expenses. 

(10) The rental value of owner-occupied homes was estimated at $2,117. 
Homeowners had the following cash expenses in connection with their properties: 


Taxes $ 482 

Repairs 1,340 

Compensation of domestic servants 892 

Total $2,714 


Payments for repairs were made to private contractors (sole proprietors) who 
in turn paid wages and salaries of $873 and retained the rest as profit. Deprecia¬ 
tion of owner-occupied homes was estimated at $24. 

(11) Business corporations paid $13,097 of interest, of which $622 was earned 
by foreigners, $6,017 by other business corporations, and the rest by individuals 
residing in Neverland. The government paid $6,972 of interest, of which $463 was 
earned by business corporations, $211 by foreigners, and the rest by resident 
persons. Foreigners paid $123 of interest to resident corporations, $12 to resident 
unincorporated enterprises, and $5 to resident persons, note : Owners of unincor¬ 
porated enterprises are presumed to receive interest and dividends in their 
capacities as persons rather than businesses. 

(12) Business corporations contributed $2,785 to private pension and welfare 
funds and paid $822 to workers as compensation for injuries. 

(13) Business corporations paid $1,432 in excise taxes and $510 of other 
governmental fees covering licenses, corporation charters, and the like. In addi¬ 
tion, they paid $432 to municipal governments in taxes intended to cover the 
cost of fire and police department services. 

(14) Business corporations had allowances for bad debts of $147 on December 
31, 1955. During the year these allowances were increased by $325 on account of 
estimated losses and were decreased $293 on account of obligations charged off. 
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(15) The accounts of lawyers, engineers, and economic consultants not em¬ 
ployed on a salary basis revealed the following information: 

Legal services rendered: 

To business corporations, in connection with securing contracts for the sale 
of current output $ 824 

To business enterprises, in connection with obtaining corporate charters 237 

To persons, in connection with court cases 108 

Total $1,169 

Engineering services rendered: 

To business corporations, in connection with the production of inventories $ 310 

To business corporations, in connection with the construction of new factories 843 
To government, in connection with the construction of dams and highways 312 

Total $1,465 

Economic services rendered: 

To business corporations, in appraising the current market situation $ 229 

To government, in connection with foreign reconstruction projects 102 

To government, in connection with financing the current budget 96 

Total $ 427 

The only expenses incurred in connection with the above services consisted of 
salaries of $1,775 paid to assistants. 

(16) Unincorporated farms produced foodstuffs with a market value of $25,779, 
of which $22,176 was sold to distributing corporations and the remainder con¬ 
sumed by farm families. Farmers received $11,084 in government subsidies, paid 
wages and salaries of $28,223, and incurred $1,092 of depreciation on farm equip¬ 
ment. The distributing corporations paid $12,476 to their employees but had no 
°; h ® r n c I ° A s ‘ s - Their inventories decreased $247 during the year. They made sales 
of $50,197 to consumers resident in Neverland, and exported $1,228. 

(17) Average deposit liabilities of Neverland banks amounted to $21 000 on 
business account and $30,000 on personal account. These amounts were invested 

y the banks m corporate bonds whose return averaged 6%, and their earnings 
on interest were therefore $3,060. They also earned $450 of service charges on 
personal deposits and $100 on business deposits. They paid salaries of $516 
interest of $1,440 on personal savings accounts, interest of $20 on business deposits’ 
and incurred depreciation costs of $80. They had no other income or expeZ 
Directions 

mpnt e 1^ eS f °, r the SeCt ° r accounts and consolidated saving and invest- 

rixt for the caiendar year i95G ’ simiiar th - siss 

2. For the first ten transactions, indicate by the letters m u tv. 

SUGGESTIONS 
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CHAPTER 18 


NATIONAL PRODUCT ACCOUNTING: 
II. THE TRANSACTIONS (Continued) 


Let us continue the series of transactions .begun in Chapter 17. 
Transaction (22). Life insurance companies presented the following 
consolidated statement of sources and uses of funds during 1956: 

Sources of funds: 


Interest on investments 


$ 3,290 

Premiums received 


7,839 

Total 


$11,129 

Uses of funds: 

Payment of death claims 

$5,692 


Wages and salaries 

1,184 


Other expenses (all goods and services purchased from other 

producers) 

1,208 


Net increase in security holdings 

3,045 


Total 


11,129 

Net change in working capital 


$ 0 


For the sake of simplicity, let us assume that the only changes in their 
balance sheet accounts were the following: 

Assets Liabilities and Net Worth 

Holdings of marketable securities +$3,045 Reserve for death claims +$2,179 

Earned surplus + 866 

Total +$3,045 Total + S3,045 

The increase in marketable securities ($3,045) appears on both state¬ 
ments. The movement in earned surplus is assumed equal to profits 
■earned by the companies during the year. 

Entry (22). Life insurance companies play a dual role in the economy. 
In the first place, they are investors of savings. They manage funds that 
persons set aside to be paid to beneficiaries upon death, whenever it may 
occur. In the second place, they are insurers against risk. The risk is not 

310 
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that of dying since death is inevitable—but of dying before one’s time. 
A man’s “time,” known more precisely as his actuarial date of death, is 
determined on the basis of life-expectancy tables, which show the average 
age at which death occurs for men in his country, of his health or occu¬ 
pation, or other factors that insurance companies consider. 

Let us suppose, in a much simplified example, that a man of thirty 
with an actuarial date of death of sixty-five, would like to have a sum of 
$10,000 paid to his dependents when he dies. If he were sure that he 
would die at age sixty-five, then his would be a simple question of saving. 
He would calculate the amount of money he should put aside every year 
which, at compound interest, would accumulate to $10,000 at the end of 
thirty-five years. By consulting annuity tables, he would find that—if 
5 per cent interest is expected—his annual contribution must be $110.72. 
The capital sum would be accumulated according to Table 18-1. 


Table 18-1 

Accumulation of a Series of Annual Payments at Compound Interest 


Year 

Annual 

Interest 

Total 


payment 

earned 

accumulation 

(*) 

(b) 

(c) 

(d) 

1 

$110.72 

$ 0 

$ 110.72 

2 

110.72 

5.54 

226.98 

3 

110.72 

11.34 

349.04 

4 

110.72 

17.45 

477.21 

5 

• • 

110.72 

23.86 

611.79 

34 

110.72 

443.24 

9.418.62 

35 

110.72 

470.93 

10,000.27 


“-ssissi £ sxHF-«£ 

interest (c) on Paymmt <»■ * luS *■» 

becomes a more and more imnnrfauit f *' ^ yeara g0 on ’ the “forest 
and thirty-fifth years it is more than fourtiW “th “ the thi rty-fourth 
payment. After the thirty-fifth payment tho funrt “°"J‘ °J the annual 
few cents, and the objective has bin complet^ ^ tl °’ 000 by a 
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Unfortunately, there is no assurance that death will not take place 
before the actuarial date, and our man wishes his dependents to receive 
SI0,000 whether he dies at age thirty-one, age eighty-nine, or any other 
time. He therefore joins a program, sponsored by an insurance company, 
in which he pays the annual amount of Si 10.72 to the company, and the 
company invests it, receives interest on it, and pays the beneficiary 
SI0,000 whenever the insured dies. If he dies at age sixty-five, the com¬ 
pany will have the full $10,000 available from annual payments and 
interest earned. If he dies later than sixty-five, the company gains by 
being able to keep the interest that accumulates thereafter (although the 
insured need make no more annual payments; his policy is “paid up”). 
But if he dies before sixty-five, the company loses, because it must pay 
S10.000 regardless of the amount that has been built up in the fund. For 
example, if he died right after his fifth annual payment, there would be 
only S611.79 in the fund, but the company would have to pay $10,000. 
Its loss would be S9.388.21. If he dies after the thirty-fourth payment, 
there would be $9,418.62 in the fund, and the company would lose only 
S581.38. 

The gains from those who die later than actuarial date, however, do 
not ordinarily compensate fully the losses from those who die before. 
Therefore each insured is required to pay, as part of his annual premium, 
an amount—in addition to the capital fund being accumulated—which 
will reimburse the company for excess losses over gains during that year. 
Thus the insured of our illustration would have to pay a premium some¬ 
what higher than SI 10.72. The additional amount contributes to a pool, 
on which the insurance company draws to make up the difference between 
the capital sum accumulated by an insured who dies early and the face 
value of his policy. 1 

Let us suppose that, at age thirty, our man was required to contribute 
an additional S75 out of which the company would meet claims of those 
who die prematurely during that year. In addition to that, he must pay 

* The longer the insured lives, and therefore the more annual contributions of 
SI 10.72 he makes, the less will be the amount to be drawn from the pool if he dies. 
The contribution by each insured to the pool should accordingly diminish each year. 
Ordinarily, insurance companies prepare a policy in such a way that contributions to 
the fund increase (instead of remaining a constant $110./2 as in the present example) 
so as exactly to offset the decrease in the contribution to the pool. In that way the 

total premium remains the same year after year. 

It should not be thought, however, that all policies follow this pattern, which 
was selected here in order to demonstrate the difference between the saving and 
insurance functions of companies. In some policies more stress is laid on building up a 
capital fund, which mav be returned to the insured even before he dies, while others 
—known as term insurance—involve only contributions to the pool. In the latter 
case claims are paid only if the insured dies before his actuarial date. 



NATIONAL PRODUCT ACCOUNTING: II 


313 


$15 as his share of the operating expenses and profit of the company. His 
total premium is therefore $200.72, composed of the following parts: 

(а) To build up a capital sum of S10.000 at actuarial date of death 

(б) To pay death claims, in excess of capital sums accumulated, to those who, 
during the current year, die before their actuarial date 

(c) To cover operating expenses and profit of the company 
Total premium 


8110.72 

75.00 

15.00 

5200.72 


For purposes of the social accounts, a part of the above premium is 

personal saving and a part is the sale of insurance services to consumers. 

Since there is no question that the capital element [portion (a)] will 

ultimately be repaid to the insured (or his beneficiary), this amount is 

labeled saving. Portion (c) reimburses the company for the services it 

has performed and is therefore a sale (of services) by business to 
consumers. 

The insured probably also considers portion (6) payment for services 
purchased from the company, since he hopes (if he has a normal love of 
life) that it will not have to be paid to his beneficiaries. From the point 
of view of the community as a whole, however, it is not a service but a 
transfer from Person A, who does not die early, to Person B, who does. 
Let us suppose that fifty persons each contribute $100 to a pool managed 
by an insurance company and that if one of the fifty dies, the company 
pay the full $5,000 to the beneficiary of the deceased. The company 

ta T iVed part ° f the $5 ' 000 “ reimbursement for 

ts services, there has been only a transfer from some persons to others 

of" ften y th ear - COnt " butions “> the pool exceed the payments out 
; ™ ei1 * here 18 sav, ng by persons, which will be returned to persons 
(though not necessarily to the ones who paid it in) as dissaving during a 

f ! n "’ 1 ™ h ""‘hdrawals exceed contributions. Thus portion (6) is a 
transfer between persons to the extent that the company pays it out in 
laims and ,s saving to the extent that it does not. The on'y el Lcn 
msurance services „ portion (c) _ and therefore France com 

rr" 6 " 5 ^ e<5Ual the —* expenses and profits’:; 
in Action thB ValUe ° f inSUranCe Ser ™ es s “ ld t0 consumers 

loss srrt a::™: zzsrx profit apd 

from data presented above. The statement J? ^ ** d f nved entirel y 
reveals that receipts were $11 129 It i« n sources an <* uses of funds 

element out of those 7eceipte and to h * S6gregate the s *ving 

the reimbursement T* 0 “ 

draivn up m this manner follows: ‘ A P fifc and loss sta tement 
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Income: 

Interest on investments 
Premiums received 
Total 

Less death claims: 
Payments 
Increase in reserve 
Gross margin 
Less operating expenses: 
Wages and salaries 
Other expenses 
Net profit 


$ 3,25)0 
7,839 
SI 1,129 


35,692 

2,179 7,871 

S 3,258 

SI,184 

1,208 2,392 

S 866 


The companies have received SI 1,129 in both interest and premiums, 
which they have allocated as follows: §5,692 in payment of death claims, 
$2,179 as net increase in personal saving managed by the companies 
(ultimately to be repaid to persons as death claims), and $3,258 to cover 
operating expenses and profits. The reserve for death claims is a liability, 
representing the obligation of the companies to return—some time in the 
future—the saving entrusted to them by policyholders. 

Total receipts (and not just premiums) are divisible into portions (a), 
(6), and (c) outlined above. While portion (c) must equal the gross margin, 
it is impossible to tell the amounts of portions (a) and (6) from the profit 
and loss statement. The payment of death claims consists of two parts: 
payment to beneficiaries of capital sums built up by successive receipts 
of portion (a) in the past, and payments under portion (6), which are 
transfers from one group of insured to the beneficiaries of another. The 
increase in reserves is the net increase in accumulations of portion (a). It 
is equal to portion (a) of the current receipts minus payments to bene¬ 
ficiaries of capital sums built up by successive receipts of portion (a) in 
the past. 

The entry in the social accounts implies that all interest on invest¬ 
ments accrues directly to persons, since it serves to build up their saving 
held by insurance companies. Payment of death claims is either a transfer 
among persons [to the extent that it consists of portion (6)] or personal 
dissaving [to the extent that it is repayment to beneficiaries of past 
accumulations of portion (a)]. Premiums and claims as such are dis¬ 
regarded. To the extent that they affect saving [i.e., portion (a), net 
increase in reserves] they are accounted for in personal saving; to the 
extent that they are transfers among persons [portion (6)] they are 
eliminated from the consolidated personal account. 

For simplicity, entry (22) assumes that “other expenses” (goods and 
services purchased from other producers) were entirely expended by those 
producers in wages and salaries. Therefore total operating expenses are 
recorded as employee compensation. 
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Business 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr . 

(22) Employee compensation 

2,392 

2,392 


Undistributed profits 

866 3,290 

3,290 866 

Net interest 

3,290 

3,290 


Sales to consumers 

3,258 

3,258 


Personal saving 


2,424 

2,424 


Net interest paid by business to persons ($3,290) is imputed in much 
the same way as in the case of banks. The insurance companies earn 
interest by investing money provided by policyholders. The entry is 
recorded as if this interest had been paid to persons, who in turn repaid 
it to the companies together with their premiums ($7,839). Thus total 
payments (including those imputed) from persons to insurance companies 
are $11,129. After deduction of death claims paid to persons ($5,692), 
there is a net payment of $5,437 by persons to insurance companies! 
This is divided into the reimbursement to the companies for their services 
($3,258), which is measured by their gross margin, and the capital 
amounts accumulated by them for future payment of death claims 
($2,179), which is measured by the increase in their reserves. These 
relationships are seen more clearly in Table 18-2. 


X ABLE 18-2 

Allocation or Life Insurance Companies’ Receipts 

Interest earned by insurance companies (and imputed as interest income of 
persons ) 

Payment of premiums 

Gross payments by persons to insurance companies 
Less: Death claims paid to persons 

Net payments by persons to insurance companies 
These net payments are divided into two parts: 

Reimbursement to insurance companies for their services 

:rr.‘ ,uodB wd by * **» ^ 

Total 


$ 3,290* 
7,839 
$11,129 
5,692 
$ 5,437 

$ 3,258f 

2,179 
$ 5,437 


* Net interest in entry (22). 
t Sales to consumers in entry (22). 

m personal saving. Personal V i esJ ls carned 88 811 increase 

because it contains not only the infreaseT hj? “ ently t22) 

($2,179) but also the increase in assets 
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of employee compensation and death claims in excess of their payment 
of insurance premiums. Personal saving consists of the following amounts: 


Increase in net assets of persons: 

Receipts: 

Employee compensation $2 392 

Death claims 5,692 

Total receipts §8,084 

Less payments: 

Insurance premiums 7 839 

Net increase in personal net assets $ 245 

Net increase in capital element of life insurance funds 2,179 

Total personal saving [entry (22)] §2,424 


In this way the personal saving entry combines the amounts persons 
save by adding to the capital value of their life insurance policies ($2,179) 
and the amounts they save in other ways ($245). 

The debit to undistributed profits (8866) in the business account covers 
the profit of insurance companies; it is made on the assumption that 
the companies concerned were stock corporations. If they were instead 
mutual companies (which are owned by policyholders, to whom earnings 
are distributed, usually as reductions of premiums), the profits would be 
deducted (negative credit) from sales to consumers, thus reflecting a 
decrease in the cost of insurance. There would be a corresponding increase 
in personal saving. The credit to undistributed profits ($3,290) in the 
business account represents the decrease in earnings of those corporations 
that paid interest to insurance companies. Had dividends been paid 
instead of interest (as would be the case where insurance companies hold 
stocks rather than bonds as investments), the contra-debit in the business 
account would be entered as dividends (a subdivision of corporate 
profits) rather than net interest. 

Transaction (23). Business enterprises paid wages and salaries in kind 
of $1,000. The payment was in the form of merchandise taken from 
inventories. 

Entry (23). Wages and salaries in kind are treated as though they had 
been paid in cash, and the merchandise in turn sold to the employee. 
Two double entries are necessary in the business account. In the first 
place, there is a debit to employee compensation (wages and salaries), 
offset by a credit to profits, which are decreased by the wage cost. In 
the second place, there is a decrease in inventories (debit) offset by sales 
to consumers (credit). (In the case of housing provided by employers, 
there would be a credit to sales to consumers—of housing services offset 
by debits to depreciation and whatever other costs or profit were involved 
in production of housing services.) 
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Business 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

(23) Employee compensation 
Undistributed profits 

Sales to consumers 

Change in inventories 

1,000 

1,000 

1,000 

1,000 

1,000 

1,000 

1,000 

1,000 


Transaction (24). Business corporations paid dividends, as follows: 


To other business corporations $ 6,000 

To foreigners 472 

To resident persons 12,967 

Total $19,439 


Entry (24). Payment of dividends by business enterprises decreases 
their undistributed profits. In the business account there is a credit to 
undistributed profits and debit to dividends. Dividends paid by one 
corporation to another, however, do not figure in the aggregate entry. 
The undistributed profit of the paying corporation is decreased and that 
of the receiving corporation increased, with no net effect on the sector 
as a whole. The payment of §472 to foreigners is credited in the rest-of- 
the-world account. Its contra-debit records a decrease in net foreign 
investment, covering the movement in assets or liabilities through which 
the payment is effected. The payment of 812,967 to persons is credited 
in the personal sector, with contra-debit to personal saving. 


13,439 


12,967 

472 


Sairing and 

Business Rest of world Personal investment 
Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 

(24) Dividends 13,439 472 12,967 

Undistributed profits 13,439 n 4 o Q 

Personal saving 19 ’ 

Net foreign investment 472 ’ 12 > 472 

Transaction (26). Central and local governments paid wages and 
salaries of $11,073 to their employees and contributed $112 to social 

TcZd ^ $1 f° t0 PrfVate PeDSi0n funds - There was no chLge in 
accrued wages of governments. e 

sa f"'X ( i 5) ' Wae6S “ d salaries are cntered employee compen- 
sation in the government account just as in the business account Em 

labor income,” jJt a* they areTZ bu^LTcc" Under 
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Govern merit 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

(25) Employee compensation: 
Disbursements 

11,073 

11,073 


Employer contribution to social 
insurance 

Other labor income 

112 112 
150 

150 


Government surplus 

11,223 

11 223 

Personal saving 

11,223 

11 , 22 : 


Transaction (26). The army of Millennium issued S2 of uniforms to 
its soldiers. 


Entry (2G). Ordinary clothing issued to men in the military forces is 
treated as part of their compensation. The accounting is done just as if 
cash allowances for clothing were made to servicemen who in turn 
purchased their uniforms from business. Thus there is a debit to employee 
compensation (wages and salaries) in the government account. At the 
same time government purchases from business are decreased, since the 
original sale of military clothing to the government was recorded, in 
entry (2), as sales by business to government. It is now reclassified as 


sales by business to consumers. 

B usit 

less 

Government 

Personal 


Dr. 

Cr. 

Dr. Cr. 

Dr. Cr. 

(2G) Employee compensation 

Sales to consumers 

Sales to government 

2 

2 

2 

2 

2 

2 


Transaction (27). The government purchased $27 of goods and services 
from foreigners. 

Entry (27). In the government account there is a debit under “govern¬ 
ment purchases from abroad,” with contra-credit to government surplus. 
The rest-of-the-world account is credited for the sale, with contra-debit 
to net foreign investment. The latter records the associated movement 
in claims (asset or liability) between the government and foreigners. 


(27) Government purchases from abroad 
Government surplus 
Net foreign investment 


Saving and 

Government Rest of world investment 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

27 

27 

27 

27 

27 

27 


Transaction (28). The government donated goods to foreign countries 
valued at $2,148 and cash of SI,572. It had previously purchased the 
goods from business, in connection with transaction (2). The donations 
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may have been economic assistance (such as made by the United States 
under the Marshall Plan) or military aid to allied nations. 

Entry (28). The national income and product accounts of the United 
States treat donations to foreigners (both by government and by persons) 
in a manner that is not only unrealistic but also inconsistent with the 
(realistic) treatment in the balance of payments. Since the author dis¬ 
approves of the United States presentation, two alternative entries will 
be demonstrated to account for this transaction. The first is the entry 
that the author would propose, and the second is the treatment applied 
by the Department of Commerce. 

proposed entry (28). The government account should include an 
item “international transfers” on the debit side, analogous to “business 
transfer payments” in the business account. International transfers 
include all gifts to foreigners. In the present case the debit to this item 
should be §3,720, covering donations both in cash and in kind. 

Since business, rather than government, produced the commodities 
donated, sales to foreigners should be credited in the business (rather 
than the government) account. This treatment maintains consistency 
between donations in cash and in kind. For example, Government A may 
donate 85,000 in cash to Government B, which the latter uses to purchase 
goods from business in Country A. On the other hand, Government A 
may buy the goods from business itself and make the donation to Govern¬ 
ment B in kind. The difference is more likely to be one of procedure than 
of economic importance, and the accounting should be the same for both 
- ®° n K , " a * sale o f merchandise by business to government (in entry (2)1 

ment account * “ ^ aCC ° Unt and Credifc “ the govern- 

pu n mhld1ro a mbusin r i UCed ^ ^ “» E °° ds 

In the rest-of-the-world account, there is a credit t« *• , 

transfers for the full $3,720 of donations, offset by a debit to ‘ Wh ” 
from business ($2,148) and a debit tn n »t r • • tto P urc bases 

The Uttar debit r'ecoi 

rency) by the recipient countries. The entry follows MU1<mmum <="- 

Business __ «... . .. Savin 9 and 

investment 
Dr. Cr. 


International transfers 

Dr. Cr. 

Dr. Cr. 

r% Mn/t 

« "VVfc vsJ 

Dr. 

Sales to government 

2,148 

O 1 i A 

3,720 


Sales to abroad 

2,148 


Government surplus 

Net foreign investment 

2,148 

1,572 

2,148 

1,572 


3,720 


1,572 


1,572 
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UNITED STATES version of entry (28). In the United States accounts 
government gifts in kind to foreigners are treated as if they were con¬ 
sumed by the government itself. 2 Thus there is no distinction between 
business sales to government for consumption by United States armed 
forces and for gifts to foreigners. In the present transaction no additional 
entry is made for the goods donated to foreigners. They were already 
entered as government consumption when [in transaction (2)] the govern¬ 
ment purchased them from business. 

In the case of cash donations to foreigners, the treatment is more 
farfetched. Here the fiction is adopted that the government, in paying 
money to foreigners, is in fact purchasing goods and services from them. 
Thus a donation of cash, and a government cash purchase from foreigners, 
are treated identically! 


(28) Government purchases from abroad 
Government surplus 
Xet foreign investment 


Government 

Rest of world 

Saving and 
investment 

Dr. Cr. 

Dr. Cr. 

Dr. Cr . 

1,572 

1,572 


1,572 


1,572 


1,572 

1,572 


In justifying its treatment, the Department of Commerce writes as 
follows: 


Needless to say the treatment of gifts as purchases is a somewhat unsatis¬ 
factory short-cut. It was adopted in order to simplify the structure of the accounts 
at a time when the important role of gifts in international transactions was not 
yet apparent. It has not been discarded because the alternative, more elaborate 
treatment also has serious shortcomings. 

This alternative treatment consists of the establishment of a separate category 
of international transfers in the income and product accounts to cover the gifts 
now included in the purchases and sales of goods and services. These international 
transfers would affect, in addition to the rest-of-the-world account, the personal 
and government accounts. . . . The detail of the national income and product 
account . . . also would be affected. Personal consumption expenditures and 
government purchases of goods and services would be reduced by the amount of 
net gifts made, and the entry under net foreign investment would be increased 
by a corresponding amount (with an appropriate change in the designation of the 
term to indicate that it would no longer reflect net foreign investment, but the 
balance of transactions in actual goods and services). 

The complication of the accounts which would be involved in the establishment 
of a separate category of international transfer payments, while considerable, 
would be warranted if it would throw into clear relief the large international aid 
transactions involving the United States Government. However, this would not 
be accomplished for the reason that international aid, in addition to cash grants, 

2 Personal gifts, furthermore, are treated as consumption by persons rather than as 
transfers to foreigners. 
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involves also loans and aid in kind. The three forms of aid often are almost 
indistinguishable from one another in their economic aspects. 

There is no clear-cut procedure available for distinguishing between inter¬ 
national aid rendered in kind and government purchases for domestic purposes. 
For instance, in World War II it would have been rather unrealistic to distinguish 
between lend-lease, which presumably would have been classified as international 
aid in kind, and other government purchases for war purposes. Nor is there avail¬ 
able an uncontroversial yardstick for classifying loans into loans proper and 
those that in effect represent international transfers. Since the relative magnitudes 
of the three media for extending international aid of essentially similar nature 
have been subject to considerable shifts, it would not have been instructive to 
establish a separate category for cash gifts alone, the only type of aid that could 
have been distinguished objectively . 3 


The third paragraph of the quotation, stating that the usefulness of 
separate data on foreign grants would be too limited to render their 
accounting worthwhile, sidetracks the issue. It is apparently based on 
the fact that foreign aid consists of both grants and loans, and the latter 
are not discernible separately in the account because they are combined 
with other capital movements under “net foreign investment.” There¬ 
fore, so the argument goes, a useful presentation of foreign assistance 
cannot be made in the national product accounts. 

The argument is not very persuasive, for two reasons. In the first 

n a h C . e ' ln , te ^ vernm f ental loans and grants are both shown separately in 
published balance of payments reports (including those prepared by the 
Department of Commerce), thereby providing a full picture of the foreign- 
aid program The reader who wishes to relate the balance of payments 

the°tw^ acc f nat, ° na I Pr ° dUCt mUSt makG a reconc ilement because 
other'ln the? / 7 n<>t COm P Ietel y consistent with each 

arv knn*!? a “ economist studying, let us say, the inflation- 

t /, P f * diverting domestic product to the foreign market needs 
to know total goods and services provided to foreigners The 
account,, however, show only those sold to foreigners " 

The last paragraph of the quotation argues that a distinction between 
government consumption and donations to foreigners isunrealistic Th7, 

donates": ^gift ^ s ^'- n to““a P t tr 

Si SS2233S»? "■ r - 

domestic government consumption.'Even in the fSrif h ° Se f ° r 

Mutes, one can hardly defend the classiacati.n^u.pm^uXd 

NaK ° m " < *> «. Surrey of 
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by United States armed forces in peacetime together with that given to 
other countries, for certainly a distinction between them exists in the 
minds of many people; and the motives of Congressmen—as interpreted 
by economic analysts—must be sorted out in assessing the factors ac¬ 
counting for economic movements. Finally, the arguments given in the 
quotations do not in any way justify the label of “imports” for cash 
donations to foreigners. 

Although the author feels the United States treatment is antiquated 
and that the time for change has come, nevertheless it is adopted in this 
chapter when the entries are summarized and accounts prepared. This is 
done in order to present a set of accounts modeled after those of the 
Department of Commerce, so that the student will become familar with 
the United States accounts. 

Transaction (29). The Millennium Post Office Department announced 
the following profit and loss statement on its operations during 1956: 


Income from postal service S3,579 

Less operating costs: 

Wages and salaries $1,438 

Depreciation of buildings and delivery equipment 1 >896 3,334 

Net profit from operations $ 245 

Less: Interest expense *02 

Net profit for the year $ *^3 


Entry (29). Two types of government operations are recognized in the 
social accounts. In the first place, the government acts as a governing 
body, interested in promoting the general welfare and national protection. 
It passes and administers laws, judges, punishes those who offend against 
them, and carries out programs in the interest of the people. In performing 
these functions, the government produces services of value to the com¬ 
munity, and in addition it contributes—through salary payments to 
government workers—to the national income. Government contribution 
to income and national product from the performance of general govern¬ 
ment functions is entered in the government sector account. 

In the second place, the government produces goods and services not 
directly related to the function of governing. For example, it may engage 
in public power projects; local governments may operate bus lines, and 
in some countries railroads and other major industries are nationalized. 
Since these enterprises are essentially of a commercial nature, it is 
preferable to classify their productive operations in the business rather 
than government account. There are often borderline cases however 
and the decision as to whether an enterprise falls within the general 
governing function or is a commercial activity may in many instances 
be an individual value judgment. Therefore, some rule of thumb must b 
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adopted for separating them. In the United States accounts all govern¬ 
ment activities that are not in large part financed by revenues they 
themselves produce are classified as general government functions. These 
include the major activities of both Federal and local governments, 
operation of state universities (whose main income is state subsidies 
rather than tuition fees), public parks, police, fire department, and the 
like. If government activities yield a revenue that covers a major part 
(though not necessarily all) of their expenditures, their operations are 
classified in the business sector. The post office falls in the latter category. 

If the entire set of operations of government enterprises of a commercial 
nature were entered in the business account, the entry for the Millennium 
Post Office transactions would be as follows: 


Business 
Dr. Cr. 

Employee compensation 1,438 

Profits of government enterprises 143 
Net interest 102 

Capital consumption allowance 1,896 
Sales to consumers 3,579 

Government surplus 
Personal saving 


Government 
Dr. Cr. 

143 


Personal 
Dr. Cr. 

1,438 


v - 

investment 
Dr. Cr. 


102 


143 


3,579 


2,039 2,039 


1,896 
143 


Profits of government enterprises are debited in the business account and 
credited to government. The credit to government (rather than saving 
and investment) indicates that they are analogous to income of unincorpo¬ 
rated enterprises (which is credited to the personal account) rather than 

corporate profits (which are credited to saving and 

ffiltribu^d riT^ g0V T irnent lts * U decides whether the profits shall be 
distributed (i.e., turned over to the Treasury) or reinvested. 

Government enterprises, however, differ from ordinary business in 

thefi^ TT the faCt that their profits accrue to the government In 
first place, net interest of government enterprises is similar to interest 

general government debt. The government may sell securities to 
etTor ^ ° rdm “f °P eratioIls or ‘° PW for wars, depression expenditures 

7 ; mme r^ 

Shifting the interest debit fTom hu**"** °“ 0ther « ove ™n<mt borrowing, 

increase in profits of government 

government surplus. The revised entryTollow’s change m 
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Employee compensation 
Profits of government enterprises 
Net interest 

Capital consumption allowance 
Sales to consumers 
Personal saving 
Government surplus 


Business 
Dr. Cr. 

1,438 

245 

1 ,896 

3,579 


Govern ment 
Dr. Cr. 


245 

102 


143 


Personal 
Dr. Cr. 

1,438 

102 

3,579 

2,039 


Saving and 
investment 
Dr. Cr. 


1,896 

2,039 

143 


An even more important distinction between government enterprises 
and private business must yet be recognized. Private business is estab¬ 
lished in the hope of earning a profit, but the primary motive of govern¬ 
ment enterprise is the public interest. A government enterprise may incur 
a deficit by purposely selling at a loss because the public benefits thereby. 
The loss is covered through ordinary government receipts, either taxation 
or borrowing. In effect, the government subsidizes enterprises that it 
favors in this way. Even government enterprises operating at a profit 
are usually limited in the prices they may charge and therefore in the 
profit they earn. The post office, for example, could earn an exorbitant 
return if it took advantage of its monopoly position. Since profits of 
government enterprises are entered in the business account net of losses 
(subsidies), and are otherwise artificially limited, it does not appear 
reasonable to classify them as a return to factors of production, after 
the manner of business profits. 

Not only the prices at which government enterprises sell services but 
also the very amount of investment they make is determined by the 
public interest rather than by profits. If, therefore, the post office acquires 
a new building, the expenditure is not classified as sales to business on 
capital account, for this item records private investment summoned 
forth largely by the profit motive. The economist looking to it for signs 
of industrial recovery at the bottom of a depression would be deceived 
if it should include a post office building constructed not because it was 
profitable to do so but to put people to work. Acquisition of fixed assets 
by government enterprises is therefore debited to government purchases 
from business, in the government account , in the same way as acquisition 
of fixed assets for ordinary government operations [as illustrated in 
connection with transaction (7)]. 

In summary, capital investments in government enterprises are entered 
in the government account, but their operations are in the business 
account. The former affects the latter, however. If construction of fixed 
assets for government enterprises is excluded from the business account, 
so also should their depreciation costs be excluded. An incorrect im- 
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pression of net domestic investment would be gained if capital consump¬ 
tion allowances, inclusive of government enterprises, were deducted 
from a gross domestic investment that excluded them. 

There is an additional reason to ignore depreciation accounting in the 
case of government enterprises. Business enterprises are free to dispose 
o their revenues as they (or their stockholders) see fit, within the scope 
of the law. Revenue that yields a sufficient amount to cover normal 
depreciation may ordinarily be reinvested at the discretion of manage¬ 
ment. In the case of government enterprises, however, this is not generally 
the case. The branch of the government supervising an enterprise must 
normally give its approval before any new fixed assets are acquired 
regardless of whether it is felt that they replace ordinary depreciation 
or are a new investment to expand activity.* Since the revenue of govern¬ 
ment enterprises before allowance for depreciation is at the general 
disposal of the government, it should be treated as an addition to govern- 

the sale r of U nost n ft l P ' the P° st <>«<* received S3,579 for 
the sale of postal services and paid wages and salaries of $1 438 The 

rema md e r , or $2,141, is at the disposition of the government The govern- 

ment will use some of it to pay interest, and—if it sees fit—may (either 

° r ^ bse 9 u ently) allocate funds for the replacement of depre¬ 
ciated post office assets. It is under no obligation to do so, however and 

and letThe 8 nosT 'ffi t0 USe the funds for other Purposes 

Therefore thP * detenorate ’ that too * a government decision 
1 herefore the entire amount of $2 141 is credited in 

account. There is a debit of S102 for interest, 

is the net increase in government surplus. 


Business 
Dr. Cr. 

(29) Employee compensation 1,438 

Net interest 

Current surplus of govern¬ 
ment enterprises 2,141 
Sales to consumers 3 579 

Government surplus 
Personal saving 


Government Personal 
Dr. Cr. Dr. Cr. 


Saving and 
investment 
Dr. Cr. 


102 


1,438 

102 


2,141 


2,039 


3,679 


2,039 2,039 

sssse 


2,039 
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Transaction (30). The government paid 38,377 in relief, unemploy¬ 
ment and social security compensation, bonuses and pensions to veterans, 
and various other transfer payments. 

Entry (30). There is a debit to government transfer payments and a 
credit to government surplus (to decrease it). In the personal account 
government transfer payments are credited and personal saving debited 
(to increase it). 



Government 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

(30) Government transfer payments 

8,377 

8,377 


Government surplus 

8,377 


8,377 

Personal saving 


8,377 

8,377 


Like business transfers, government transfer payments are made to 
persons for other reasons than productive services currently performed. 
The distinction is clear-cut in most cases. The salary of a government 
employee is entered in employee compensation, because he performs 
services that are part of the gross national product. The payment of dole, 
on the other hand, is a transfer. In certain instances, however, the 
distinction is not so clearly discernible, and it is interesting to read the 
explanation of the criteria adopted by the Department of Commerce 
for borderline cases, as follows: 

Difficulties arise in the concrete interpretation of the term “ productive service.” 
For instance, in the classification of work relief wages that were paid in the 
depression of the thirties, the question arose as to whether they should be classified 
as labor returns or as transfers. A more fundamental issue is raised by the national 
income estimates of some foreign countries, in which military employee com¬ 
pensation has been excluded from factor income and treated as a transfer on the 
basis of some more ultimate, philosophical notion of productiveness. 

In the United States estimates, the criterion for classifying an item as employee 
compensation or as transfer hinges on the current performance of work. No 
attempt is made to probe into the issue of whether the work is performed effi¬ 
ciently or whether, in some more basic sense, it is “productive.” 

But even on the basis of the simple current-work-performed criterion, a clear- 
cut distinction between wages and salaries and transfer payments does not 
emerge in all cases. For it is not always possible to say whether a specific payment 
is made for the current work that is performed or for other reasons. Allowances 
for soldiers’ dependents presented a classification problem of this type. It was 
decided to classify them as employee compensation rather than transfer pay¬ 
ments, although a case for the opposite decision also could have been made. On 
the other hand, retroactive terminal leave payments, bonuses, and other deferred 
payments (such as under the “GI Bill”) to members of the armed forces of 
World War II were considered transfers, as they were disbursed at a date far 
removed from the time the military service was performed. Counting these pay¬ 
ments as compensation for services would have necessitated allocating them over 
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past years on an accrual basis—a course which seemed artificial and would have 
involved continuous revisions of the national income and product estimates for 
the war period. 5 

Transaction (31). The profits tax liability of corporations during 1956 
was $4,481. 

Entry (31). Corporate taxes are entered in the year in which the 
liability is incurred, rather than that in which taxes are paid. In this 
entry, the credit to undistributed profits indicates that they are di¬ 
minished by the tax, which is a distribution of profit to the government. 



Business 

Government 

Saving and 
investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

(31) Corporate profits tax liability 

4,481 

4,481 


Undistributed profits 

4,481 

4,481 

Government surplus 

4,481 

4,481 


Transaction (32). Persons paid the following taxes to the central and 
local governments: 


Personal income tax $18,662 

Gasoline taxes 1,546 

Other sales taxes 1,043 

Total $21,251 


In addition, they paid the following fines, assessments, and fees to 
local governments: 


Street paving assessments 
Auto license fees 
Traffic violation fines 
Total 


$311 

182 

104 

$597 


Entry (32). No distinction is made in the social accounts between tax 
and nontax (fines, assessments, fees, etc.) payments to governments, or 
between local and state governments. Among taxes paid by persons, 
however, a distinction is made between sales taxes and other taxes 
Sales taxes are considered to add value to the product the consumer 
purchases. Let us suppose, for example, that the price of gasoline inclusive 
of all taxes is 30 cents a gallon, and that of this price 6 cents is tax paid 
by the consumer. Furthermore, an excise tax of, let us say, 11 cents is 
levied on the producer, so that the yield to him is only 13 cents The 
consumer, if he is observing, will notice that the price of gasoline is 
24 cents plus e cents tax. Unless he looks up the tax law or listens to a 
political debate, he will probably not know the amount of the producer's 
excise tax In all likelihood, furthermore, he will pay little attention to 
he sales tax as a separate part of the purchase price. To him, the price 
‘ National Income, pp. 53-54. 
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of gasoline is 30 cents, and he bases his behavior on that price and its 
relationship to other prices in the field of consumer goods. Therefore, 
consumer sales taxes are treated as additions to price, and sales to 
consumers are shown in the social accounts as inclusive of sales taxes. 
Since these taxes are thus credits in the business account (as part of 
sales to consumers), it follows that they must be shown as debits in the 
same account: that is, as indirect business taxes. Property taxes paid by 
persons are also entered as business taxes, for reasons discussed in con¬ 
nection with transaction (9). 

The taxes and other payments listed above are divided into the follow¬ 
ing categories: 


Indirect business tax, to be added to v 
Gasoline taxes 
Other sales taxes 
Total 

Personal tax and nontax payments: 
Personal income tax 
Street paving assessments 
Auto license fees 
Traffic violation fines 

Total 

Business 
Dr. Cr. 

(32) Indirect business tax 

and nontax liability 2,589 
Personal tax and nontax 
payments 

Sales to consumers 2,589 

Government surplus 
Personal saving 


lue of sales to consumers: 

•SI ,546 
1,043 

82,589 

818,662 

311 

182 

104 

819,259 

Saving and 

Government Personal investment 
Dr. Cr. Dr. Cr. Dr. Cr. 

2,589 

19,259 19,259 

2,589 

21,848 21,848 

21,848 21,848 


Transaction (33). Residents of Millennium earned a return of S377 on 
personal services rendered to foreign diplomatic agencies and inter¬ 
national organizations located in Millennium. 

Entry (33). Since foreign governments and international organizations 
with offices in Millennium are nevertheless foreigners, wages and salaries 
paid by them to residents constitute an income received by persons from 


the rest of the world. 

Rest of 
world 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

(33) Employee compensation 

377 

377 

377 

377 

Personal saving 

Net foreign investment 

377 


377 
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The entry in net foreign investment records the transfer of claims 
between resident and foreigner. Since payment was probably made in 
domestic currency, it is a decreased liability of residents (monetary 
authority or banks) to foreigners, requiring a credit (decrease in asset) 
for the rest of the world and debit (decrease in liability) in the resident 
saving and investment account. 

Transaction (34). Residents of Millennium received dividends of $1,223 
and interest of $2,476 from foreigners. 

Entry (34). As in the case of transaction (33), this entry records a 
return earned on the services of productive factors provided to foreigners. 
In transaction (33), the factor was labor; in this transaction it is capital. 



Rest of 
world 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Dividends 

1,223 

1,223 


Net interest 

2,476 

2,476 


Personal saving 

• 

3,699 

3.699 

Net foreign investment 

3,699 

v | V4/%/ 

3,699 


Transaction (36). Foreign branches of Millennium-owned enterprises 
earned profits during the year of $577. 

Entry (35). Investment by a Millennium enterprise in a foreign branch 
is part of Millennium’s net foreign investment. The net worth of the 
oreign branch is an asset to the home office and a liability on the books 
of the branch (a foreigner). As branch net worth increases (e.g. through 
profits), the home office’s investment in the branch increases. 


(35) Profits of branches abroad 
Net foreign investment 


Rest of 
world 
Dr. Cr. 

577 

577 


Saving and 
investment 
Dr. Cr. 

577 

577 


the T y?r Ctl0n C36) ' PerSOnS P “ d $1 ' 277 ‘° househ ° Id servants during 

Ia a ““Pletely consolidated account this entry would be 
kminated as a transaction between one part of the personal sector 
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(36) Employee compensation 


Personal 
Dr. Cr. 

1,277 1,277 


Transaction (37). Persons paid interest of $107 on loans from banks 
and loan companies for consumption purposes (e.g., consumer installment 
credits). 

Entry (37). As part of entry (11), persons received net interest of 
$7,000 from business, and this was debited to the business account as 
payment to a factor of production (capital provided by persons). The 
present transaction is just the opposite. Banks and other loan establish¬ 
ments, belonging to the business sector, have provided persons with 
capital (which, however, has been used for consumption rather than 
investment). The personal account is debited for interest paid, and there 
is a credit to net interest in the business account. Undistributed profits 
is debited in the business account for the increase in the profits of banks 
or loan companies on account of interest received. 



Business 

Personal 

Saving and 
investment 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. Cr. 

(37) Undistributed profits 

Net interest 

Personal saving 

107 

107 

107 

107 

107 

107 

• 


Transaction (38). The Millennium Charity Service, a private nonprofit 
organization, reported its receipts and expenditures in 1956 as shown in 


Table 18-3. 


Table 18-3 

MILLENNIUM CHARITY SERVICE 
Receipts and Expenditures, Year Ended December 31, 1956 


Receipts: 

Contributions by persons 
Contributions by corporations 

Total receipts 
Expenditures: 

Salaries of hospital staff 

Employer contribution to social security 

Contributions to private pension funds 

Purchases from business 

Cash relief 

Interest paid 

Meals provided to hospital staff 
Total expenditures 
Net increase in cash balances 


$3,338 

1,239 

$4,577 

$1,884 

140 

110 

1,117 

877 

218 

212 

4,558 
$ 19 
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Entry (38). Transactions of nonprofit institutions serving persons are 
entered in the personal account. Thus a welfare agency collecting money 
from more fortunate members of society for distribution to the poor is 
considered only an intermediary in a transfer between persons. This 
concept is expanded to include charity and other nonprofit institutions 
(e.g., free hospitals) that create a product. Their salaries, interest, and 
other purchases are treated as if they had been paid directly by the 
persons making contributions or paying nominal fees for services. Social 
clubs and similar societies are also treated in this way. Nonprofit insti¬ 
tutions serving business (e.g., Chamber of Commerce), however, are 
included in the business sector. 

In the present transaction, the salaries of hospital staff are entered 
as payments by persons (the contributors) to persons (the hospital staff), 
just as wages of domestic servants were recorded in entry (36). Meals 
provided to hospital staff are part of wages and salaries, which therefore 
amount to $2,096 (or $1,884 plus $212). Contributions to private pension 
funds are entered as “other labor income.” Interest paid is likewise 
carried as a debit and credit in the personal account, since it is a payment 
by persons (the contributors) to persons (the lenders). Purchases from 
business are entered just as if they had been made by persons (i.e., sales 
by business to consumers). For the sake of simplicity, it is assumed that 
business paid out its entire receipts ($1,117) as employee compensation 
(although other business debits might have been affected as well). 
Contributions by corporations are debited to transfer payments in the 
business account, with contra-credit to record a corresponding reduction 
in undistributed profits. The cash relief and net increase in cash balances 

are ignored as person-to-person transfers, eliminated from the consoli- 
dated personal account. 


Business 
Dr. Cr. 


(38) Employee compensation: 

Wage and salary disburse¬ 
ments 

Employer contribution to 
social insurance 
Other labor income 
Undistributed profits 
Net interest 

Business transfer payments 
Sales to consumers 
Government surplus 
Personal saving 


1,117 


1,239 

1,239 

1,117 


Government 
Dr. Cr. 


140 


140 


Personal 

Saving and 
investment . 

Dr. 

Cr. 

• Dr. Cr. ; 

• 

2,096 

3,213 


140 

110 

. 110 


218 

218 

1,239 

1,117 

1,099 

1,239 

140 

1,099 
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Transaction (39). The inventory valuation adjustment of corporations 
was calculated to be plus SI,227 and that of unincorporated enterprises 
to be plus S203, in accordance with principles discussed in Chapter 9. 

Entry (39). Both inventory valuation adjustment and change in 
inventories are affected. Although corporate inventory valuation adjust¬ 
ment is a part of undistributed profits, it is carried as a separate item. 
Inventory valuation adjustment of unincorporated enterprises is entered 
in the same item as their profit, which therefore becomes “income of 
unincorporated enterprises and inventory valuation adjustment.” 


(39) Income of unincorporated enterprises and 
inventory valuation adjustment 
Corporate profits: 

Inventory valuation adjustment 
Change in inventories 
Personal saving 


Business 
Dr. Cr. 


203 

1,227 

1,430 


Personal 
Dr. Cr. 


203 


203 


Saving and 
investment 
Dr. Cr. 


1,227 

1,430 

203 


The thirty-nine transactions are all that are assumed for the year 1956 
in Millennium. They do not cover all possible movements, but they 
illustrate the accounting for all items in the four sector and consolidated 
saving and investment accounts. At this point a word is in order con¬ 
cerning certain omissions from the above transactions. 

No entry was made for depletion. Depletion records the decrease in 
value of land or other natural resources due to the extraction of minerals 
or other natural wealth. A coal-mining company, for example, charges 
depletion in much the same manner as depreciation. Natural resources, 
however, are not considered a part of business investment since they were 
provided by God and cost the community nothing. Consequently—unlike 
depreciation—their depletion is not recorded as a deduction from domestic 
investment. Depletion charges in the profit and loss statements of mining 
and similar companies are added back to business profits for social 


accounting purposes. 

No entry was made for capital gains (the sale of an asset at a profit) 
or losses. It has already been explained, in previous chapters, that the 
social accountant records all movements at the value at which the 
transaction takes place (i.e., current market value), and all reference to 
costs in prior periods is adjusted out of the accounts. The manner of 
making adjustments to eliminate capital gains and losses has been 


described earlier. 

Gold, however, is one item that might well have been 


considered in 




333 

























Table 18-4 (Continued) 


















































Table 18-4 ( Continued) 


e 

E 

■> 

V 

s* 

C 

••• 

C 

o 

C» 

C 

'•* 

31 

o 

60 

Cr. 

(10) 

45,592 

577 (35) 

46,169 

Q £ 

»o 

co 

30 

ao 

AO 

co 

00 

AO 

“3 

r 

o 

•• 

t 

ft. 

o’ § 

04 o co u) co o 

C SJ S S3 G w - « «o 

•-« 00 © O 04 CO CO NON 

CO » «3 O o N —• S M N 

co ■«• 04 — 04 04 co 

o ^ O W 04 -«" 00 

04 

00 

«u* 

04 

r>» 

AO 

04 

<5 £ 

»“n «—». 

N CO 

CO CO 

co co 

04 © — 

~+ ~ c* 

o’ 

CO 

AO 

-«■ 

• 

CO 

c 

ft: 

o’ S 

N 

r>- 

04 

S 

•*r 

<5 S 

o ^ 

CO CO 

p o 

© o- o- 

o o *<r 

04 

3 

CO 

V 

1 

V 

S 

i 

i 

6 2 

^ ^ ^ ^ 

^ o C4 ® 

sees s 

-« 00 00 o o —■ 

— O O V co 

co a> »o ~- 

s ^ N N 

3 

V 

* s 

e o o s 

e s se 

oo 04 £: £ 

3 8 2 co 2 

r-*’ N 00 04* 

O 

3 

S 

• 

■» 

B 

.• ^ 

o S 

P © 

CO ^ 

2 S 8 

H - 

o 04 

•* 

aO 

S 

• 

o> 

A - 
Q — 

e e c? ^ o ? n o » © 

h P4 n seeses s 

00 O O O CO CO O O N o ^ 

co O AO O) O 0> ^ » N W ^ 

S © *«• 04 Ol h- *0 V N ^ 

o* r- AO CO H 04 H 04 

*0 

Cl_ 

o 

CO 

o 

i 

04 


5 I 

S 5 s 

S a a 

a 5 C 

- ■* 5 E 3 > 

^ a g >> « o 

2 " 1 S | “ -2 

si S isios 

* 1 3 “ S | , £ 

-1 1 | i 4 b 

IS- 1 5 S253 

F-°S £> *w £ © ~ " - C _ 

5 ° 1 ?:l 3 list- 

i|5 ll 1 II l! 1 

£ £ 53 “ «OmOH 


336 




Table 13-4 ( Continued ) 



338 



Table 18-4 ( Continued ) 


■2 

» 

c 

*t 3 

e 

o 

a 

.E 

S 

o 

co 


O 




-« 04 

© 


© 


04 


© 

© 

CO 

00 

-—v 

© 


N 

mm mrn 




04 

04 

04 

04 

CO 

CO CO 

CO 

CO 















04 

O 

00 04 



CO 

*«■ 



CO 

r- 

o- © 

© 

CO 

00 

§ 

• 

© 

« E: 


eo 


© 

04 

© 

04 


t- © 

© 

o 

© 

• 

© 

04 

» © 

• » 

-*• 

CO 

© 

**• 

CD 

■*• 

04 

© 

04 

04 

• 

CO 

00 

© © 

• 

CO 

© 

rnm 

04 


04 

© 


N 

eo 


Q S 


CO 

© 


^ ^ o 

CC C3 « 

© — *r 

eo © — 

NON 


CO 


00 

5 


© 

04 

© 

CO 

o 


04 

CO 

00 

oo 


CO 

o 


o 

-* 

CO 


—« »o 


04 —* 

04 


© 

© 

CO 

s 

CO 






































© 











© 


04 



N 








© 


00 

© 




•-* 








04 


CO 



CO 

































• 

• 


00 

CO 


© 

mm 




oo 








© 


CO 



N 



CO 


o 

00 


© 


CO 

© 












CO 


2 



O 





N -*' 




04 

© 

04 



© 








© 




mm 



04 

“3 



00 

• 


• 

© 













• 

04 


• 






• 

04 

E 



•# 


















04 






00 

o 



CO 
























CO 

•o 













' 


^-V 











_|-T. 


%* 










04 


© 


© 


04 


© 


© 


CO 

*r 


ao 

© 


Q. 





r- 









mm 

04 

04 

04 

04 


CO 


CO 

CO 


CO 

CO 















X| —^ 



*—* 


>-* 





v_^ 






> 


CO 


© 




00 

04 



r>- 

CO 

"J* 

O* 

r- 

CO 





© 


© 

CO 

CO 


/% 


© 


!***> 




© 




CO 


© 

04 

© 

04 





© 


© 

O 







© 




00 

© 


T 

CO 

© 

*r 

f 

© 

04 


CO 


© 

© 


© 

04 

04 




s' 


© 








•f 


00 

04 

04 



CO 



CO 




04 


















mrn 









ao 




CO 
























© 


ts 

"C 

• 

w 

o 

© 

N 

© 

© 

o 



• 

• 

53 



© 

© 






2 





a: 

w 

© 

S 

© 

CO 

s 




04 

04 





mrn 

E 



— 

CO 

CO 

s 

• 

\> 

2 



04 

00 

04 

CO 

6 





t* 

K 





o 

• 

Q 

(3) 

CO 

CO 

CO 

CO 

• 




• 

04 

00 

04 

00 


O 

04 

© 

s 

© 

s 

• 

<B 

2 



s' 

s 

CO 

E 



CO ___ 

‘m 

•0 

a 





C3 

_ • 

V 

Q 

(l) 

o 

s 

© 

s 




• 

CO 

s' 




00 

CO -- 

CO 


*T3 

O 

3 

*f 

« g 

£ t» 

|| 

* T. 

: s 

1 = 

H «£ 


* 

k> 

O 

>» 

u, 

b 

«3 

O 

5 

3 

£ 


340 


























Table 18-4 ( Continued) 



342 


AGGREGATE ACCOUNTS 


this chapter, but which was postponed. Gold stocks held by private 
corporations are part of domestic investment (just like inventories of 
other products), but gold held by monetary authorities as part of currency 
reserves or reserves for the settlement of international transactions is 
included in net foreign investment. Movements of monetary gold are 
usually of greater relative importance in balance of payments analysis 
than in studies of the national income and product accounts, and there¬ 
fore a discussion of them is postponed until they can be more fully 
treated in the balance of payments chapters. 

Table 18-4, entitled the first worksheet for sector accounts of Mil¬ 
lennium, is a recapitulation of the thirty-nine entries just covered. The 
student may check any entries from the text to this worksheet, but— 
because there are so many—it is not recommended that he systematically 
examine them all. The summary entries for all accounts, in Table 19-1, 
provide a more workable basis for the study of relationships among the 
different accounts. 


PROBLEM 

Additional transactions of Neverland residents in 1956 were reported as follows: 

(18) Life insurance companies received premiums of $8,224 and paid claims of 
$9,233. They received interest of $2,437 on corporate bonds and $400 on govern¬ 
ment securities, and dividends of $5,550 on corporate stocks. Their only expenses 
were $3,230 of wages and salaries and $220 of depreciation on office buildings and 
equipment. Their reserves for death claims were $18,980 on December 31, 1955, 
and $21,450 on December 31, 1956. Profits of mutual insurance companies were 
$1,113. All other insurance profits were earned by stock companies and were 
not distributed. 

(19) Neverland railroads were accustomed to providing free passage for a 
vacation trip once a year for each employee and his family. The value of this 
transportation was $286 in 1956, with no additional cost to the railroads. 

(20) Business corporations paid $8,000 of dividends to other corporations, $250 
to business partnerships and sole proprietorships, S370 to foreigners, and S9,450 
to persons resident in Neverland. They received $280 of dividends from foreign 
corporations. 

(21) The government paid $12,043 of wages and salaries to civilian employees, 
plus $101 employer contribution to social security. It paid $1,042 salaries of 
armed services personnel, plus S300 travel allotment with which soldiers pur¬ 
chased railroad transportation between their homes and army camps. It issued $3 
of uniforms to soldiers. The uniforms had originally been purchased from business 

enterprises in connection with transaction (2). 

(22) The government ordered $2,085 of machinery and equipment from busi¬ 
ness corporations as a donation to foreign governments. The business enterprises 
filled this order at a total cost of $1,475 in labor, $350 in materials, and $95 in 
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depreciation. They drew $25 of materials from their stocks and purchased the 
remainder from producing corporations, which manufactured them at a total 
cost of $305, all of which was paid to labor. In addition, the government made 
cash donations of $875 to foreign governments. 

(23) The Neverland Power Company, a government-owned enterprise, received 
$4,800 for sales to consumers. Its production costs consisted of $2,750 paid to 
labor, $1,250 depreciation of dams, buildings, and machinery, and $30 of materials 
and supplies, which it drew from its inventories. It paid interest of $400 to 
persons on bonded indebtedness. 

22 Busi , ne f cor P ora tions operating in Neverland contributed a total of 
$1,840 to relief and charity drives, of which $200 was paid to victims of an earth¬ 
quake disaster abroad and the remainder went to domestic charity organizations 

The government also contributed $4,320 in relief, unemployment, and social 
security compensation. 

„ n < ?«« C T, rat, °° S ^ “r °' $S ' 217 on 1955 P rofits - Their liabilities 
on 1956 profits amounted to $5,342, payable in 1957. 

(26) Persons paid the following amounts to central and local governments: 


Personal income tax 
Gasoline tax 
Luxury goods tax 
City sales taxes 
Water tax 
Property tax 

Street paving assessments 
Automobile registrations 
Fines for drunkenness 
Total 


$12,072 

1,443 

825 

2,112 

750 

482 

317 

512 

_18 

$18,531 


SisffSoX’”rr c r pi f K homes ia connectb - ^ 

them to unlimited consumption IS! Umf ° rmIy by w *ter users and entitled 
$712 for labor and $22 of denreoi^ penses ° f water 8U PP Iy » which amounted to 

Th^re^te^St^pe^ce^tt *»*. of ,432. 

further investment abroad ^ ° me offices and retained the rest for 

«dH. received 

meet stores for failure to settle their account ^thT„ .h /“ P ““ dopart - 

(K 5 ^rd xir s? rr d ^ ~= ,aed - "-*■ 

the following income statement: * ° Dpr ° fraternal organization, reported 
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Income from dues 
Expenses: 

Salaries of employees 
Employer contribution to social security 
Employer contribution to private pension 
Meals provided to staff 
Payments to musicians 
Purchases from business corporations 
Contributions to domestic charities 
Total 
Net loss 


$11,500 

$3,801 

200 

funds 1,230 

379 

2,500 

1,225 

3,212 

12,547 
8 1.047 


The purchases from business corporations were drawn entirely from inventories 
carried at a book value of SI, 150. 

(31) The inventory valuation adjustment was minus S824 for corporations and 
minus S17 for sole proprietorships and partnerships. 

Directions 

1. Continue to prepare entries as described in the directions to the problem 
for Chapter 17. 

2. Prepare a table reconciling the amount of personal saving recorded in 
entry (18) with actual receipts and expenditures of persons. 

3. Prepare two entries each for transactions (22) and (24), one accounting for 
international donations according to the method suggested in this chapter and 
the other following the treatment employed by the Department of Commerce. 

4. Prepare a worksheet for the sector accounts of Neverland, modeled after 
Table 18-4, and post entries for all transactions to their proper accounts. For 
transactions (22) and (24), post only the entries reflecting the Department of 
Commerce treatment. In setting up this worksheet, allow for each item the 
number of spaces indicated below: 


Compensation of employees: 

Wages and salaries: 

Disbursements 

Excess of accruals over disbursements 
Supplements: 

Employer contribution to social insurance 
Other labor income 

Employee contribution to social insurance 

Income of unincorporated enterprises and inventory valuation adjustment 
Rental income of persons 
Corporate profits: 

Tax liability 
Dividends 

Undistributed profits 
Inventory valuation adjustment 
Profits of branches abroad 
Net interest 

Indirect business tax and nontax liability 


19 

1 

3 

3 

1 

7 

1 

1 

2 

21 

1 

1 

5 

5 
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Business transfer payments 
Government transfer payments 
Subsidies from government 
Current surplus of government enterprises 
Capital consumption allowance 
Personal tax and nontax payments 
Sales by business: 

To consumers 
To government 
To abroad 

To business on capital account 
Change in business inventories 
Government purchases from abroad 
Personal purchases from abroad 
Government surplus 
Personal saving 
Net foreign investment 


accounting: ii 

2 

1 

1 

2 

11 

1 


6 

5 

3 

11 

2 

1 

20 

27 

10 



CHAPTER 19 


NATIONAL PRODUCT ACCOUNTING: 
HI. THE SECTOR ACCOUNTS 


Chapters 17 and 18 have covered a series of sample transactions 
affecting the national income and product accounts of the mythical 
Country of Millennium. In the present chapter the entries recording 
these transactions are summarized in a worksheet (Table 19-1), from 
which sector accounts are prepared in their final form. 

In most cases the debit and credit entries in Table 18-4 appear on a 
net basis in Table 19-1. In some instances, however, the totals of debits 
and credits are shown separately. For example, in the first item—dis¬ 
bursements of wages and salaries—the personal account carries a debit 
of S3,373 and a credit of $178,009. If only a net figure (credit of $174,636) 
were entered, the wages paid by persons (or nonprofit institutions 
included in the personal account) to persons would be eliminated, and 
the contribution of the personal sector to labor income would disappear. 
Likewise, employer contribution to social insurance is entered gross in 
the government account, so that payments by the government to itself 
for the social security of its employees are carried as factor income on 
the debit side. Other labor income appears gross in the personal account 
for the same reason. 

The only other item entered on a gross basis is personal interest. This 
may seem odd in view of the stub “net interest.” However, interest is 
entered net in all accounts except the personal account. The gross 
presentation in the latter is designed to include personal interest pay¬ 
ments as part of factor income (on the debit side). Even if capital is 
borrowed for consumption expenditures, it serves a productive purpose 
by creating satisfaction for borrowers, who are thereby able to purchase 
earlier than their income receipts would otherwise allow. 

Table 19-1 discloses the following information, item by item: 

Persons received (credit) $178,009 of wages and salaries, of which 
$163,184 was disbursed (debit) by business, $11,075 by governments, 
$377 by foreigners, and $3,373 by other persons (and nonprofit insti¬ 
tutions serving persons). Furthermore, they earned, through services 
rendered to business, $500 more than was paid to them, because accrued 
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wages were $500 greater at the end of the year than at the beginning. 
These funds are available to business until they come due for payment 
to persons; pending that time they are entered in saving and investment 
as—in effect—a compulsory saving. 

Governments (both local and national) have received (credit) $1,252 
of social insurance contributed by employers, of which $1,000 originated 
(debit) in business, $112 in government, and $140 in persons (and non¬ 
profit institutions serving persons). Persons also received (credit) $1,932 
of other labor income (damage claims, contributions to private pension 
funds, etc.), of which $1,672 was paid (debit) by business, $150 by 
government, and $110 by persons. 

Employee contribution to social insurance was $1,578, which is a 
debit to persons and a credit to government. The difference in treatment 
between employer and employee contributions should be noted. Employer 
contributions are credited directly in the government account, without 
passing through the personal account first. Employee contributions, on 
the other hand,—even when deducted from pay checks at the source—are 
entered as both credit and debit in the personal account. They enter the 
personal account as part of the credit of $178,009 of wage and salary 
disbursements, and leave it again through employee contribution to social 
insurance. Thus employer contribution flows directly from the paying 
sector (debit) to government (credit), whereas employee contribution 
flows from the paying sector (debit) to the personal sector (credit), 
and then out of the personal sector (debit) into the government sector 
(credit). 

The distinction is arbitrary, but it is more apparent than significant. 
Personal saving is not affected (since contra-entries to saving wash out), 
although income from wages and salaries is increased by inclusion of 
employee contribution (or, if we wish to put it the other way, decreased 
by exclusion of employer contribution). The inconsistency is rectified 
in the presentation of the personal income and expenditure account, in 
which—as will be seen later (in Table 19-5)—employee contributions 
are deducted (as a negative credit) from personal income. 

Income of unincorporated enterprises (including their inventory valu¬ 
ation adjustment) amounted to $22,138 and is shown as originating in 
the business sector (debit) and distributed to persons (credit). As dis¬ 
cussed earlier, actual distribution may or may not have been made. The 
credit is entered in the personal rather than the saving and investment 
account because the decision to save (i.e., reinvest) rests in the persons 
who own the enterprises (sole proprietors and partners) rather than a 

business board of directors. ... 

Rental income of persons, amounting to $3,535, is shown as originating 
in the business sector (debit) and distributed to persons (credit). It 
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covers the net rental income only of persons not primarily engaged in 
the real estate business, and it includes the imputed rental value of 
owner-occupied homes. Both actual and imputed rental are shown net of 
expenses ordinarily covered by landlords (depreciation, maintenance, 
etc.). 

Corporate profits are divided into four parts. The tax liability (34,481) 
consists of the tax on corporate profits for the year under review. The 
word “liability” indicates that the amount of tax for which corporations 
become liable during the year (i.e., on current-year profits) is covered, 
regardless of when payment is made. Tax liability originates in the 
business sector (debit) and is income of the government sector (credit). 
Dividends (S13,439) cover the net amount of earned surplus distributed 
to stockholders (persons and rest of the world) during the year. It is 
reported on a net basis because dividends of one corporation payable to 
another are eliminated as interbusiness transactions. The fact that 
undistributed profits carries a credit balance in the business account 
indicates that $2,000 more profits (book value) were distributed than 
earned, and therefore corporations probably drew down their earned 
surpluses. 1 Inventory valuation adjustment (31,227) is in effect undis¬ 
tributed profit, and like the latter is included in corporate saving; that is, 

carried (through crosswise contra-entries) to the saving and investment 
account. 


Profits of branches abroad (§577) reflect the earnings of resident 
companies through activities of their foreign branch offices (debit to 
rest of the world). The assets of residents are increased whether the 
branch profit is distributed or not: if distributed, they consist of the 
proceeds; if not, they consist of the increased value of branch net worth 
(a foreign investment). The associated increase in net worth of home 

offices is business saving, and for that reason appears as a credit in the 
saving and investment account. 

r*, T ^f bi K t0 net interesfc indicate the sectors in which it originated 
m busmes f’ $ ^ 990 ln government, $2,476 in rest of the world, 
and $325 in persons) while the credit shows the sector (personal, $26 424) 
to which it was paid. ' 

The next five items are all in the nature of transfer payments since 
hey are movements from one sector to another for purposes other than 

-ar 
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(credit), business transfer payments ($1,716) are transfers from business 
(debit) to persons (credit), while government transfer payments ($8,377) 
are from government (debit) to persons (credit). Subsidies from govern¬ 
ment ($2,136) represent payments by government (debit) to business 
(credit). Current surplus of government enterprises ($2,141) is a debit 
in the business account because it is construed as earned in that sector, 
but it is transferred to government (credit). 

Capital consumption allowance (S8,498) is a debit in the business 
account, offset by a credit in saving and investment to indicate a decrease 
in net domestic investment. Personal tax and nontax payments ($19,259) 
are a transfer from the personal sector (debit) to the government (credit). 

Sales by business are carried as a credit (income) in the business 
account and debit in the account of the purchasing sector ($155,238 in 
personal, $16,998 in government, and $2,753 in rest of world). Sales to 
abroad are entered net of purchases. Sales to business on capital account 
($43,782) are credited to business and debited to saving and investment, 
as part of gross asset formation. Change in business inventories ($21,652) 
is also part of asset formation. If business inventories increase, as in 
the present illustration, there is a credit in the business account and a 
debit to saving and investment. If they decrease, the credit and debit 
are reversed. 

Government ($1,599) and personal (81,753) purchases from abroad are 
credits (income) to the rest of the world and debits (expenditures) in the 
resident sector accounts. 

Government surplus and personal saving are the balancing items in 
their respective accounts. If expenditures exceed revenues there is a 
deficit, or dissaving, and this is the case in the government account of 
the present illustration. The deficit is recorded as a credit ($14,331) in 
the sector account and a debit in saving and investment. If revenues 
exceed expenditures, there is a surplus, and this is the case in the personal 
sector. It is entered as a debit ($74,545) in the sector account, and a 
credit in saving and investment. 

Although net foreign investment appears to be treated similarly to 
government surplus and personal saving, it is in fact not at all analo¬ 
gous. While government surplus and personal saving are a measure of 
the total saving of these two sectors, net foreign investment is a far cry 
from the total saving of foreigners. Foreigners have daily transactions 
among themselves which increase or decrease their saving and investment 
but which have no effect on the accounts of Millennium. Rather, net 
foreign investment represents the movement in claims between residents 
and foreigners as a result of transactions between them. The credit of 
$3,582 in the rest-of-the-world account indicates a net decrease in 
foreigners’ asset claims against Millennium residents or a net increase 



NATIONAL PRODUCT ACCOUNTING: III 351 

in their liabilities to residents, or some combination of the two. In the 
saving and investment account the debit to net foreign investment 
reflects a net increase in assets of the community (claims against foreign¬ 
ers), a net decrease in liabilities (to foreigners), or some combination 
of the two. The debit is as much a part of investment by the community 
as are the debits representing increase in business fixed assets (sales to 
business on capital account) and increase in inventories. The latter 
debits (for domestic investment) represent real assets, whereas net foreign 
investment is an asset claim. 


The various sector accounts are presented in statement form in Tables 
19-2 to 19-5, inclusive, and the gross saving and investment account in 
Table 19-7. All these tables are modeled after those regularly published 
by the Department of Commerce in the Survey of Current Business. 


THE BUSINESS ACCOUNT 

Table 19-2, the consolidated business income and product account is 
similar to Table 15-3. It is the social accountant’s version of the consoli¬ 
dated profit and loss statement of all domestic business enterprises As 
has been explained in preceding chapters, the debit side describes the 
manner in which business product is created and the credit side the 
manner in which it is disposed. 

the t0to !, product of business is known as business gross 
L d ?K-' IU j 6 present lllu8trat ion it amounts to $240,423. On the credit 
consumer Pr ° dUCt " broken J down according to its disposition: sales to 

’ “u abr ° ad; and business S ross “vestment, 

Srl tl k T 658 ° n CapHa ‘ aCCOUnt and Crease in 

ntories Had there been a decrease in inventories, it would also have 
been entered on the credit side but with a minus sign. 

is kn! deSCnpt !° n of the manne r in which business product was created 
s known as charges against business gross product. There are three 

$7,116. current surplus of government enterprises) of 

The stub “income originating” indicates that factor income of $224,809 
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Table 19-2 

Consolidated Business Income and Product Account of Millennium, 

Year Ended December 31, 1956 


Compensation of employees: 


Consolidated net sales: 


Wages and salaries: 


To consumers 

155,238 

Disbursements 

163,184 

To government 

16,998 

Excess of accruals over dis¬ 


To business on capital account 

43,782 

bursements 

500 

To abroad 

2,753 

Supplements: 


Change in inventories 

21,652 

Employer contributions for 




social insurance 

1,000 



Other labor income 

1.672 



Income of unincorporated en¬ 




terprises and inventory valua¬ 




tion adjustment 

22,138 



Rental income of persons 

3,535 




Corporate profits and inventory 
valuation adjustment: 
Corporate profits before tax: 
Corporate profits tax lia¬ 
bility 

Corporate profits after tax: 
Dividends 

Undistributed profits 
Inventory valuation adjust¬ 
ment 

Net interest 
Income originating 
Indirect business tax and nontax 
liability 

Business transfer payments 
Statistical discrepancy 
Less: Subsidies minus current 
surplus of government enter¬ 
prises 

Charges against net product 
Capital consumption allowances 

CHARGES AGAINST BUSINESS 
GROSS PRODUCT 


4,481 

13,439 

- 2,000 

1,227 

15,633 

224,809 

5,395 
1,716 
0 


-5* 


231,925 
8,498 

240,423 


BUSINESS GROSS PRODUCT 


240,423 


* Minus sign indicates this figure is to be added. See text. 


originated in the business sector. (This is less than total national income, 
since some factor income originated in other sectors.) The items that 
add to this amount, however, cannot accurately be assigned to particular 
factors of production. It must be remembered that they are derived 
from statements originally prepared by business enterprises, and that 
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business accountants have classified items according to business rather 
than economic concepts. While it is possible to do a certain amount of 
rearranging to conform to economic thought, it is impossible to obtain 
breakdowns that do not exist in the original accounts. For example, an 
unincorporated enterprise may classify its entire net income as “profit,” 
even though it includes a return for personal services of the proprietor 
or partner, an income for the money he has invested, economic rent of 
land, and an entrepreneurial return for his inventive genius. It is im¬ 
possible to segregate these items in the social accounts because the 
business accountant probably could not, and at any rate did not, do so. 
Nevertheless, “income originating” covers total recorded payments to 
all factors of production taken together. 

In the following table factors of production are paired with the items 
that include portions of their return: 


Factor of production 
Land 


Labor 

Capital 


Entrepreneur 


Items containing its income 

Rental income of persons 

Income of unincorporated enterprises 

Corporate profits 

Compensation of employees 

Income of unincorporated enterprises 

Income of unincorporated enterprises 

Rental income of persons 

Corporate profits 

Net interest 

Compensation of employees 
Income of unincorporated enterprises 
Corporate profits 


A statistical discrepancy is entered on the debit side because in practice 
1 is impossible to enter the proper contra-entries to each transaction. 
Items are estimated from a wide variety of sources instead of being 
systematically recorded with their contra-entries as they are in business 
accounts or as they have been presented in the preceding chapters. Some 
transactions are omitted entirely because they do not come to the 
attention of the compilers. (These omissions do not appear as statistical 
discrepancy, because equal values of debits and credits are left out) In 
other cases, a credit entry is recorded and its contra-debit omitted or 
incorrectly entered, and vice versa. As a result debits do not equal credits 

baL t/ dlscre P anc y “ay be entered on either side to force a 

as th "' 1 appe * r * “ a debit (^th positive or negative sign 

as the case may be), but this is quite an arbitrary decision since it is S 

known whether the bulk of errors and omissions rests oii h! I? 
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In Table 19-1 government subsidies are entered in the business account 
as a credit and current surplus of government enterprises as a debit. 
In Table 19-2, they appear as a single item, with two negatives in the 
stub (less: subsidies minus current surplus of government enterprises) 
and, to complicate matters further, a negative figure in the column. Once 
the triple negative has been clarified, however, the item is not such a 
hocus-pocus as it appears at first. 

Subsidies to farmers and other business enterprises cause higher profits 
(either corporate profits or income of unincorporated enterprises) than 
would exist had the subsidies not been made. These profits are entered 
(in the upper section of the debits) as part of factor return, but the value 
of business gross product should be calculated net of subsidies. For 
example, let us suppose that unincorporated enterprises (e.g., farmers) 
earn incomes of 81,000 and receive in addition government subsidies of 
8300. Their factor income is SI,300, but their product (measured by its 
market value) is only 81,000. This is represented as follows: 


Income of unincorporated enterprises $1,300 

Total income of factors of production SI ,300 

Less: Subsidies 300 

Business gross product SI ,000 


In the accounts of Millennium, subsidies of 82,136 were entered on 
the credit side of the business account. When the account appears in 
statement form (Table 19-2), that credit is moved to the debit side and 
made negative through labeling the stub “less: subsidies. ...” 

In addition, the two items “subsidies from government” and “current 
surplus of government enterprises” are combined. The latter, unlike 
profits of corporations and unincorporated enterprises, is not a factor 
return. Prices (e.g., postage rates) charged by government enterprises 
are ordinarily a matter of legislative decision rather than determined by 
market conditions, and their profit is not an accurate measure of the 
market return to factors of production. Furthermore, some government 
enterprises operate at a loss, even though they might—by increasing 
prices—earn a profit. Their prices are low enough to ensure—in accord¬ 
ance with public policy—a sufficient distribution of their product. For 
example, a government agency may publish educational pamphlets 
(concerning measures against cancer, how to fight soil erosion, or a 
variety of other topics) which it feels should be distributed at only a 
nominal fee (say, 10 or 15 cents) in spite of higher unit costs. If this is 
the case, it is not reasonable to consider losses a negative element in 
factor income, since they do not measure the return necessary to induce 
factors to produce. 
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Losses of government enterprises and subsidies are strikingly similar. 
In each case there is a transfer by government to business. The subsidy 
is a direct transfer, and the loss is a transfer because (like the subsidy) 
it acts as a charge against government surplus. On the other hand, 
current surplus of a government enterprise is a transfer from business to 
government and is the opposite of a subsidy. 

In the business account of Table 19-1 there is a credit of $2,136 for 
subsidies from government and a debit of $2,141 for current surplus of 
government enterprises. Together these amount to a net debit of $5. 
This amount must be added among the debits in Table 19-2. It is entered 
in Table 19-2 with a negative sign, however, because the stub calls for a 
subtraction (“less: subsidies minus current surplus . . . ”), and the 
negative sign is necessary to indicate that it is instead to be added. 


THE GOVERNMENT ACCOUNT 

Table 19-3, the consolidated government receipts and expenditure 
account, is prepared from columns 3 and 4 of Table 19-1. Government 
expenditures are entered as debits and receipts and net deficit as credits. 


Table 19-3 

Government Receipts and Expenditures Account for Millennium, 

Year Ended December 31, 1956 


Purchases of goods and services: 
Purchases of direct services: 
Compensation of employees: 
Wages and salaries: 
Disbursements 
Excess of accruals over 
disbursements 
Supplements: 

Employer contributions 
for social insurance 
Other labor income 

Income originating and net 
and gross product 
Net purchases from business 
Net purchases from abroad 
Transfer payments 
Net interest paid 
Subsidies minus current surplus 
of government enterprises 


11,075 


112 

150 


11,337 

16,998 

1,599 

8,377 

7,990 


Personal tax and nontax receipts 
Corporate profits tax accruals 
Indirect business tax and nontax 
accruals 

Contributions for social insurance: 
Personal contributions 
Employer contributions: 
Business 
Government 

Households and institutions 
Deficit (+) or surplus ( —) on 
income and product trans¬ 
actions 


19,259 

4,481 

5,395 

1,578 

1,000 

112 

140 


14,331 


government expenditures 46,296 


GOVERNMENT RECEIPT8 AND 
DEFICIT 


46,296 
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Debits reveal three types of government expenditure. In the first 
place, there are those—consisting entirely of employee compensation 
(SI 1,337)—that create a prqduct. Let us refer to these as “productive 
debits.” In the second place, the government purchases the product of 
business (S16,998) and foreigners (SI,599). These are “nonproductive 
debits,” because they do not relate to production by government. 
Purchases from business are already included in business product and 
would be counted twice in the gross national product if they were entered 
also as product of government. Purchases from foreigners are not part of 
gross national product at all, because they were produced abroad. Total 
employee compensation is labeled “income originating” because it covers 
the full income of productive factors originating in the government 
sector. Because it covers all productive debits in the account, it is also 
labeled gross product. Furthermore, no accounting is made for depre¬ 
ciation (capital goods are charged to consumption on acquisition), and it 
is therefore net product as well. 

In the third place, three items (transfer payments, net interest paid, 
and subsidies minus current surplus of government enterprises) are 
considered transfers from government to other sectors. These are also 
nonproductive debits. Interest on the public debt is excluded from 
government product on the ground that it finances primarily past 
government deficits, and this financing is not construed as part of current 
output. This exclusion, to which the author takes exception, is more fully 
discussed at a later point in this chapter. 

The credits are self-explanatory. Government deficit (the excess of 
expenditures over receipts) is entered as a balancing figure among the 
credits, and their total therefore equals the debits. There is no statistical 
discrepancy in the government account analogous to that of business. 
This is not because estimates are made with unerring accuracy, but only 
because government deficit or surplus is calculated as a residual. There¬ 
fore any errors in other items are offset by compensating errors in govern¬ 
ment deficit or surplus. 


THE REST-OF-THE-WORLD ACCOUNT 

Table 19-4, the rest of the world, accounts for transactions between 
residents and foreigners. It is a form of bilateral balance of payments of 
the rest of the world with Millennium and serves as a link between 
national income and product accounting on the one hand and balance of 
payments accounting on the other. 

The debit side reflects the net acquisition by foreigners of goods and 
services from Millennium. It is divided into productive and nonproduc¬ 
tive debits. The former cover net payment of income to factors of pro- 
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duction providing services directly to foreigners and whose product is not 
included in any other sector. The latter cover net purchases by foreigners 
of the product of other sectors. An illustration of the difference between 
them follows. 

Let us suppose, in Case I, that business produces, at a cost of $1,000 
for employee compensation (with no other costs) a product that it sells 
to foreigners for $1,200. The entry follows: 



Business 

Rest of world 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Employee compensation 
Undistributed profits 

Sales to abroad 

Personal saving 

Net foreign investment 

1,000 

200 

1,200 

1,200 

1,200 

1,000 

1,000 

200 

1,000 

1,200 


Table 19-4 

Rest-of-the-World Account for Millennium, Year Ended December 31, 1956 


Net payments of factor income 


Net disinvestment in Millennium 3,582 

to Millennium: 


Wages and salaries 

377 


Interest 

2,476 


Dividends 

751 


Branch profits 

577 


Income originating and net and 



gross product 

4,181 


Net purchases from Millennium: 


From business 

2,753 


From government 

-1,599 


From persons 

-1,753 


NET CURRENT PAYMENTS TO 


NET DISINVESTMENT IN 

MILLENNIUM 

3,582 

MILLENNIUM 3,582 


In Case II, let us suppose that a resident, employed by a foreign 
embassy or consulate, earns $600. The entry follows: 


Employee compensation 

Personal saving 

Net foreign investment 


Rest of world 

Personal 

Saving and 
investment 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. Cr. 

600 

600 

600 

600 

600 

600 


In both cases there is a product sold to foreigners. In Case I it consists 
o merchandise produced by business and included in bustoei gr^ 
product. Factor income (and other costs of production) are entered as 
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debits in the business account. In Case II the product consists of services 
sold directly by persons to foreigners, without first being embodied in the 
product of the business sector. 

The rest-of-the-world account carries the employee compensation from 
Case II as factor income (a productive debit), since it is a return to a 
resident factor of production. The purchases from business in Case I, 
although debits for the rest of the world, are not included in its payment 
of factor income. If they were so included, they would be income origi¬ 
nating in both business and the rest of the world, and there would be 
double-counting in the national income and product. 

Besides wages and salaries of employees in foreign diplomatic and 
international organizations, rest-of-the-world factor income covers only 
return on investment. This consists of interest, dividends, and profits 
of branches abroad. As in the government account, factor income from 
the rest of the world is equal to its net and gross product. 

The remaining debits, consisting of purchases (less sales) by foreigners 
from business, government, and persons, are—as the stubs indicate— 
entered on a net basis. In Table 19-4, for example, net purchases from 
government and persons both are negative, indicating that each of these 
sectors purchased more from foreigners than it sold to them. 

The terms “net foreign investment” 2 and “net disinvestment in the 
United States” (by the rest of the world) are both used in United States 
national income and product accounting and refer to the same quantity. 
Asset claims by United States residents against foreigners—such as 
deposits in foreign banks, holding of foreign securities, etc.—are foreign 
investment of the United States. Likewise asset claims by foreigners 
against United States residents are investment by foreigners in the 
United States. The net increase in foreign investment of the United 
States minus the net increase in investment by foreigners in the United 
States is called United States net foreign investment (and may be either 
positive or negative). 

Let us suppose, for example, that United States residents acquired 
$1,000 of government bonds of foreign countries, that foreigners acquired 
$800 of U.S. government bonds, and that no other movements in inter¬ 
national assets or liabilities took place. 3 Total foreign investment by the 
United States is $1,000, total investment by foreigners in the United 

2 The adjective “foreign” is ambiguous without further clarification, since it might 
be interpreted to mean either investment owned by foreigners or investment abroad 
owned by United States residents. In the phrase “net foreign investment,” it is 
always used in the latter sense. 

3 For simplicity, no payment in cash or other obligations is assumed for these 
securities, since otherwise that payment would constitute a movement in net foreign 
investment as well. Either the securities were donated, or else there was payment 
in kind. 
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States is $800, and net foreign investment of the United States is $200. 
From the standpoint of foreigners, there is net disinvestment in the 
United States of $200. Since the rest-of-the-world account uses termi¬ 
nology as viewed by foreigners (e.g., “net purchases from the United 
States” instead of “net sales to foreigners”), the term “net disinvest¬ 
ment in the United States” is used instead of “net foreign investment” 
(of the United States). 

In summary, a credit balance in net foreign investment (or disinvest¬ 
ment) in the rest-of-the-world account indicates that foreigners have 
either decreased their assets in Millennium or increased their liabilities 
to Millennium (or some combination of the two). In the former case, 
they have repatriated their own investment from Millennium, while in 
the latter case Millennium residents have increased their assets abroad. 
Either represents a flow of investment out of Millennium and into foreign 
countries. 

A debit balance in net foreign investment (or disinvestment), on the 
other hand, indicates that foreigners have either increased their assets 
in Millennium or decreased their liabilities to Millennium (or some 
combination of the two). The former represents an inflow of foreign 
capital into Millennium and the latter a repatriation of Millennium 
capital from abroad. Either is a flow of capital from foreign countries 
into Millennium and could be described as net investment in Millennium. 
In the United States accounts it is carried on the credit side of the rest- 
of-the-world account and labeled “net disinvestment in the United 
States,” but entered with a negative sign. 

No “statistical discrepancy” is shown separately in the rest-of-the- 
world account; instead, errors and omissions are combined with “net 
disinvestment.” 


THE PERSONAL ACCOUNT 

Table 19-5 is the personal income and expenditure account of Mil¬ 
lennium; it is derived from columns 7 and 8 of Table 19-1. The credit side 
covers all income receipts of persons and nonprofit institutions serving 
persons. It should be noted, however, that employee contributions for 
social insurance, which are entered as a debit in Table 19-1, column 7, 
are carried as a negative credit in Table 19-5. In this way they are 
deducted from personal income, which is shown net of any contributions 
for social insurance, whether by employer or employee. 

On the debit side personal consumption expenditures are divided into 
productive and nonproductive debits. Productive debits cover factor 
services purchased directly by persons and whose product is not included 
m the account of any other sector. They consist of services of labor 
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(household servants and employees of nonprofit institutions) and capital 
(interest on loans to consumers and nonprofit institutions). The sum of 
these values is not only the factor income originating in the personal 
sector, but it is both the net and gross product of that sector as well. 
Nonproductive debits cover net purchases from business and abroad. 
The former consist of goods and services included in business gross 


Table 19-5 

Personal Income and Expenditure Account for Millennium, Year 

Ended December 31, 1956 


Personal consumption expendi¬ 
tures: 

Purchases of direct services: 
Compensation of employees: 

Wages and salaries paid 3,373 

Supplements paid: 

Employer contributions 

for social insurance 140 

Other labor income 110 

Interest paid 325 

Income originating in and net 
and gross product of house¬ 
holds and institutions 3,948 

Net purchases from business 155,238 

Net purchases from abroad 1,753 

Personal tax and nontax pay¬ 
ments 19,259 

Personal saving 74,545 


PERSONAL OUTLAY AND 

saving 254,743 

* To be subtracted. 


Wage and salary disbursements: 


Business 

163,184 

Government 

11,075 

Households and institu¬ 


tions 

3,373 

Rest of the world 

377 

Other labor income: 


Business 

1,672 

Government 

150 

Households and institutions 

110 

Income of unincorporated en¬ 


terprises and inventory val¬ 


uation adjustment 

22,138 

Rental income of persons 

3,535 

Dividends 

14,190 

Personal interest income 

26,424 

Government transfer payments 

8,377 

Business transfer payments 

1,716 

Less: Personal contributions 


for social insurance 

1,578* 

PERSONAL INCOME 

254,743 


product. Net purchases from abroad are (as indicated above) not counted 
as the product of any sector. Since they were produced by foreigners, 
they are not part of gross national product. 

The remaining debits, also nonproductive, are personal tax and nontax 
payments, which are in the nature of a transfer to the government, and 
personal saving. The latter is a residual and includes any net errors and 

omissions in estimating the other items. 

For analytical purposes, disposable income—or income after taxes—is 
often a more useful tool than personal income. It is derived by subtract- 
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ing personal tax and nontax payments from personal income, as follows: 

Personal income, from Table 19-5 $254,743 

Leas: Personal tax and nontax payments 19,259 

Personal disposable income $235,484 

The use of disposable income as a measuring stick in economic analysis 
implies that persons have no choice over the amount of taxes they pay, 
and therefore only their income after tax is at their free disposition. 
While this is true in so far as income taxes are concerned, it is not strictly 
so with respect to other taxes. If automobile license fees are too high, 
people may prefer not to own cars; they will take the train or else spend 
the money saved on alternative goods and services. In that way certain 
taxes become, in effect, part of the price of the merchandise or services 
with which they are associated, and there is an argument for including 
them—like sales taxes—as indirect business tax. The Department of 
Commerce concludes that “while this suggestion has some merit, it 
would raise difficult problems of classification. The influence of various 
types of taxation on personal consumption is a matter of degree and does 
not provide a clear-cut criterion of classification.” 4 

INTEREST AND PRODUCT 

The discussion up to this point has indicated that some interest 
payments are considered productive in the United States national product 
accounts and others nonproductive. Interest paid by business and persons 
is included in net product, but that paid by government is excluded. 
This distinction appears to confuse two definitions of interest, of which 
obviously only one can be correct. These are the following: 

1. Interest is a payment for the product of a durable asset (either 
tangible or intangible) used in current production. 

2. Interest is a payment for the service of lending capital. It reimburses 
the lender for abstaining from 
the borrower with the means 
production or consumption. 

In the decision to include business and exclude government interest 
from net product, the Department of Commerce appears to accept 
definition 1. By including interest on consumer loans, however, it implies 
acceptance of definition 2. 

Let us explore definition 1 first. Here it is argued that only capital 
borrowed for the creation of a productive asset is itself productive. 

N °“ ma ‘ ,na,me ' A <° <*« Survey of 


immediate consumption, thus providing 
to acquire immediate goods, either for 
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Suppose a business enterprise borrows 81,000,000 at 5 per cent for a 
fifty-year period in order to construct a factory building. Each year 
850,000 is paid in interest, and it is argued that this amount measures the 
value of the building’s contribution toward the output of the enterprise. 

Let us now suppose the building lasts only forty years, but the loan is 
outstanding, and interest paid, over the full fifty-year period. During the 
last ten years there is said to be annual nonproductive interest of 850,000. 
However, this payment is charged against business profit, whose real 
productivity is therefore understated S50,000. The overstatement of 
productive interest and understatement of profit offset each other, and 
the value of total output is reputedly correct. Conversely, if the building 
were to last sixty years but the loan were repaid at the end of fifty, it is 
argued that productive interest would be understated and profit over¬ 
stated by the same amount during the last ten years. 5 

Government interest is excluded from national product under definition 
1, because (with only minor exceptions) it is not employed in the pro¬ 
duction of current output. Instead, it defrays the cost of government 
deficits of prior years, incurred on account of wars, depressions, and other 
ghosts of the past. 

Definition 1, however, confuses the product of durable assets with the 
services of loans to obtain them. The building’s contribution to current 
output is not the 850,000 of interest paid every year, but instead the 
extent to which it depreciates in the course of productive activity. Let 
us assume straight-line depreciation, or S20,000 a year for a fifty-year 
period. Each year S20,000 of the value of building is transferred, through 
the cost accounts, into the value of its product (let us say, inventories). 
Since inventories have increased by as much as the value of the building 
has decreased, there is no effect on net product. The gross product of the 
building, however, is 820,000. 

This leads to acceptance of definition 2, since the act of lending is a 
service unconnected to any product stemming from employment of the 
proceeds. Thus consumer interest is, and should be, part of net product. 


6 The Commerce Department implies acceptance of this argument on page 54 of the 
National Income Supplement (1954 edition), where it writes: “Government interest 
payments are not included in value added to output by government because they are 
subject to fluctuations which, it is believed, it would be artificial to regard as repre¬ 
senting corresponding changes in the value of current production. It may be added 
that business interest can be included in a measure of national output without such 


explicit consideration of its behavior. Any fluctuations in it not reflecting productive 
activity are offset by opposite changes in business profits. Hence, the inclusion of 
business interest has no distortive effect on the output measure and, in fact, is neces¬ 
sary to secure the correct total.” The argument is more fully elaborated in Carl S. 
Shoup, Principles of National Income Analysis, Boston, Mass., Houghton Mifflin 


Company, 1947, pp. 280-285. 
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The lending institution performs the service of enabling consumption to 
take place before it would otherwise be possible. Indeed, application of 
definition 1 to consumer loans would imply that borrowers, receiving no 
product for their interest, make transfer payments to lending institutions, 
either as voluntary donations (like contributions to charity) or because 
they are forced to (like losses on bad debts). This concept defies all logic. 

Consistency in application of definition 2 demands that all interest 
payments be treated as productive, including those of the government. 
Lenders continue to perform services to the government so long as their 
loans remain outstanding, regardless of whether or not the government 
has consumed the proceeds in financing past wars and depressions. Each 
additional year the government continues to “rent” a capital sum it 
shows that, in its judgment, such a rental is more productive than would 
be the employment by private business or persons of a similar amount; 
for the government could, by cutting its own expenditures sufficiently 
to repay the loan, release the funds for expenditure by business or 
persons. Or alternatively, the government could tax and pay off the loan, 
thus ridding itself of the interest payment while continuing its expendi¬ 
tures undiminished. Nevertheless, it is evident that the government 
prefers the loan (obtained from those who are ready to forgo use of 
their funds for the time being) to taxes (with their possible disturbing 
effects on economic incentive and social balance), and that the preference 
is such that it is willing to pay interest for the service of the loan. Since 
in either case the government is ready to back up its preference with a 
commercial payment, we must accept its judgment that the loan provides 
a service in the current year which it considers worth the cost—even 
though some might argue that it would do better to curtail expenditures 
or tax. In national income accounting the test is the willingness of the 
consumer to pay—not whether the expenditure is wise or unwise. In 
the illustration of this chapter, government interest is excluded from 
national product, not because the author agrees with this practice, but 
in order to demonstrate the accounting principles adopted by the Depart¬ 
ment of Commerce. 

Entry of consumer interest (debit) in the personal account records 

the service of lending capital as a product of the personal sector. It 

might also be argued that lending institutions perform services in the 

usiness sector, which they sell to persons. Let us illustrate the two 
possible treatments. 

Suppose persons lend $500,000 to business enterprises at 5 per cent 
receiving annual interest of $25,000. Like employee compensation, this 
interest represents reimbursement to persons for services rendered to 

f 1 ™ 38, Tt 18 deblted m the business and credited in the personal account 
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Business 

Personal 

Saving and 
investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Undistributed profits 

25,000 


25,000 

Interest 

25,000 

25,000 

Personal saving 


25,000 

25,000 


Let us assume, in addition, that persons borrow SI,000 from banks 


(which are part of the business sector) at 6 per cent, paying annual 
interest of S60. If the service of lending were treated as a sale to persons 


by business, it would be entered 

as follows: 


Saving and 


Business 

Personal 

investment 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Undistributed profits 

60 


60 

Sales to consumers 

60 

60 


Personal saving 


60 

60 


However, the banks do not themselves perform the function of saving, 
or abstaining from consumption. They obtain funds which must, in one 
way or another, have been advanced to them by persons. When the two 
transactions are taken together, persons have rendered services of lending 
to business valued at S25,000, but business has employed only S24,940 in 
its own activities. Through the banks as middlemen, it has returned the 
remaining $60. In effect, therefore, persons have rendered services of 
lending valued at $24,940 to business, and $60 to other persons. The 
former have been performed in the business sector and the latter in the 
personal. These facts are disclosed by entering interest on a net basis 
in the business account and on a gross basis in the personal account, as 
follows: 


Undistributed profits 

Interest 

Personal saving 


Business 
Dr. Cr. 

24,940 

24,940 


Personal 
Dr. Cr. 

60 25,000 

24,940 


Saving and 
investment 
Dr. Cr. 

24,940 

24,940 


THE SAVING AND INVESTMENT ACCOUNT 

Table 19-6, the net saving and investment account, is derived from 
columns 9 and 10 of Table 19-1. The debit—or net investment—side 
covers both net real asset formation (domestic investment) and net 
movement in claims between residents of Millennium and the rest of the 
world (net foreign investment). Gross domestic investment consists of 
business purchases on capital account and increases in inventory; when 
capital consumption allowance is deducted, the remainder is net domestic 
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investment. The net disinvestment in Millennium by the rest of the 
world (i.e., net foreign investment) consists of the net increase in asset 
claims of Millennium residents against foreigners minus the net increase 
in liabilities of residents to foreigners. 


Table 19-6 

Net Saving and Investment Account for Millennium, Year Ended 

December 31, 1956 


Business purchases on capital 


account 

43,782 

Change in business inventories 

21,652 

Gross real asset formation 

65,434 

Less: Capital consumption allow¬ 


ance 

8,498 

Net real asset formation 

56,936 

Net disinvestment in Millennium 


by rest of world* 

3,582 


NET INVESTMENT 60,518 


Net business saving: 

Excess of wage accruals over 
disbursements 

500 

Undistributed corporate prof¬ 
its (domestic) 

- 2,000 

Corporate inventory valua¬ 
tion adjustment 

1,227 

Foreign branch profits (net) 

577 

Total net business saving 

304 

Personal saving ( + ) or dis¬ 
saving (-) 

74,545 

Net government saving: 

Excess of wage accruals over 
disbursements 

0 

Government surplus (+) or 
deficit (—) 

-14,331 

NET SAVING 

60,518 


„ f‘ nce thc an< ?, investment account applies to resident sectors, the term 

net foreign investment descriptive of the viewpoint of residents, would seem more 
appropriate than net disinvestment in Millennium,” which describes the viewpoint 

nlT'T,? n iS r?* here - h<,W0VOT ' in » rdCT conforn, with the term", 

nology of the Department of Commerce. 


t7 J , ^_ Credl . t Slde covers net business saving of $304, personal saving of 
ii a « nGt government sa ving (wage accruals of zero less deficit of 

i 1 1 7? 1) - B " smess s *™S consists of net increases in corporate net worth 
due to profits, or (in the case of wage accruals) liabilities accruing to 
persons outside the business sector. “ 

Because of the “net” presentation, Table 19-6 has certain drawbacks 

invMtm a wK°£^ economic analysis. The relationships between gross 
investment (both domestic and foreign), gross saving, and government 
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saving, among the credits. The credits, furthermore, will then represent 
savings as measured by the amount of resources obtained but not con¬ 
sumed. Since capital consumption allowances do not represent outlays of 
funds, they must be added to undistributed profits in order to obtain the 
(gross) business saving available to enterprises for reinvestment. 

The mixture of price levels from different years further weakens the 
usefulness of a net investment figure. Capital consumption allowance is 
ordinarily based on the cost of equipment depreciated, which is in most 
cases counted at the prevailing prices of the year in which acquired. Net 
investment therefore consists of gross investment at current market 
prices minus capital consumption based on prices of previous years. In 
Table 19-7, capital consumption allowance is entered as a credit to gross 
private saving, rather than a negative debit to investment. Statistical 
discrepancy—the contra-entry to the debit in the business account—is 
also carried as a credit here. 


Table 19-7 

Gross Saving and Investment Account for Millennium, Year Ended 

December 31, 1956 


Business purchases on capital 

account 43,782 

Change in business inventories 21,652 
Net disinvestment in Millennium 

by rest of world 3,582 


GROSS INVESTMENT 


69,016 


Excess of wage accruals over 

disbursements (business) 500 

Excess of wage accruals over 

disbursements (government) 0 

Undistributed corporate profits 

(domestic) —2,000 

Corporate inventory valuation 

adjustment 1,227 

Capital consumption allow¬ 
ances by private business 8,498 

Government surplus (+) or 
deficit ( —) on income and 
product transactions —14,331 

Foreign branch profits (net) 577 

Personal saving 74,545 

Statistical discrepancy 0 


GROSS SAVING AND STATISTICAL 
DISCREPANCY 


69,016 


In the present chapter the four sector accounts and consolidated saving 
and investment account have been constructed after the manner of 
United States national income and product accounting. The national 
income and the net and gross national product of the country as a whole 
are equal to the respective sums of the incomes originating in, and the 
net and gross products of all four sectors, which are shown on the debit 
sides of Tables 19-2 to 19-5, and are recapitulated as follows: 
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National 

income 

Net 

national 

product 

Gross 

national 

product 

Business (Table 19-2) 

224,809 

231,925 

240,423 

Government (Table 19-3) 

11,337 

11,337 

11,337 

Rest of world (Table 19-4) 

4,181 

4,181 

4,181 

Persons (Table 19-5) 

3,948 

3,948 

3,948 

Totals 

244,275 

251,391 

259,889 


Only in the business account are there differences among “income origi¬ 
nating’' and net and gross product. In all other sectors they refer to the 
same quantities. 

Chapter 20 will describe the construction of a national income and 
product account, based on data in the four sector accounts. 


PROBLEM 

1. Prepare a worksheet, modeled after Table 19-1, summarizing the entries 
in the Neverland accounts for the calendar year 1956. 

2. Prepare the following accounts for Neverland, covering the calendar year 
1056: 

Consolidated business income and product account 

Consolidated government receipts and expenditures account 

Rest-of-the-world account 

Personal income and expenditure account 

Gross saving and investment account 

3. Calculate the amount of personal disposable income. 

4. Prepare a table showing the contribution of each sector to the national 
income, net national product, and gross national product. 










CHAPTER 20 


THE NATIONAL INCOME AND PRODUCT ACCOUNT 


While sector accounts yield important information on the behavior 
patterns of groups, nevertheless no one account among them summarizes 
the accounting series most useful to an over-all appraisal of national 
productivity or income. None reveals the total value of the national 
output or the aggregate income of productive factors. Furthermore, 
certain relationships among items in different sector accounts—such as 
the correlation, if any, between personal consumption and gross domestic 
investment—become clear only when the relevant items are combined 
in a master statement of the gross product of all sectors. Such a statement 
is the national income and product account. 


DEBITS TO GROSS NATIONAL PRODUCT 

In Chapter 19 it was pointed out that gross national product is the 
sum of the gross product of all the sector accounts. Net national product 
and national income are subtotals in the compilation of gross national 
product; they are the sums of net product, and “income originating,” 
respectively, of all sectors. The debit side of the national income and 
product account therefore summarizes the productive debits of all sector 
accounts, to the exclusion of nonproductive debits. 

In Table 20-1 the national income and product account of Millennium 
for 1956 is compiled from data in the sector accounts of Chapter 19. In 
studying the debit columns in this table, the student should make the 
following observations: 

1. Columns 1, 3, 5, and 7 contain only those debits described in 
Chapter 19 as “productive.” 

2. All debits in the business account (Table 19-2) are considered 
productive. 

3. The total of each of debit columns 1, 3, 5, and 7 is equal to the gross 
product of the sector it represents. 

4. All debits are cross-added to column 9. Thus employee compensation 
in the national income and product account is the sum of employee 
compensation paid by all four sectors, and so on down the line. 
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5. Certain items are combined in cross addition. Wage and salary 
disbursements and accruals become a single item, as do also the two kinds 
of employee supplements. Undistributed profits of domestic corporations 
are combined with profits of their foreign branches; their total is labeled 
“undistributed profits” in the national income and product account. The 
latter combination, however, requires some further clarification, which 
appears below. 

Branch Profits 

Let us suppose that a corporation with home office in the United States 
earns a profit of S800 on local transactions, none of which is distributed 
in dividends. In the business account a debit of $800 to undistributed 
profits is reported. Let us further suppose that the corporation’s branch 
abroad earns a profit of $1,000, none of which is remitted to the home 
office. The rest-of-the-world account registers a debit of $1,000 under 
branch profit. In the national income and product account a total of 
$1,800 of undistributed profits is reported, as follows: 



Business 

Rest of world 

National income 
and product 


Dr. 

Dr. 

Dr. 

Undistributed profits 

800 

1,000* 

1,800 

* Branch profits. 





Let us now revise the illustration to assume that the branch profit 
is remitted to the home office. There is no change in either the sector 
accounts or the national income and product account. Each sector records 
as factor income the profit earned through activities within that sector 
and not remittances of factor income earned in other sectors. For the 
national income and product account, there is still $1,800 of undistributed 
profits. Distribution takes place only when dividends are declared to 
stockholders and not when branch profit is remitted to home office. 

Let us now suppose that the home office pays a dividend of $500 to 
stockholders. It is impossible to tell whether that dividend represents 
earnings of the branch or of the home office. In the corporate net worth 
accounts, the $1,000 of branch profit is added to the $800 domestic profit 
just as if 1,000 gallons of water were poured into a tank already containing 
800. The two are irretrievably mixed, and the board of directors doubtless 
considers the successful operations both at home and abroad as justi¬ 
fication for the dividend. Under these circumstances, should dividends be 
debited in the business or in the rest-of-the-world account? 

They are recorded in the business account, partly because it is im¬ 
possible to allocate them on any reasonable basis, and partly so that 
“dividends” in the rest-of-the-world account will reflect only those paid 
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by foreign corporations to resident stockholders (less payments by 
resident corporations to foreigners). The accounts therefore appear as 
follows: 


Business 

Dr. 

500 

300 


Rest of world 
Dr. 

1 , 000 * 


Notional income 
and product 
Dr. 

500 

1,300 


Dividends 

Undistributed profits 
* Branch profits. 

It is perhaps anomalous that undistributed profits of the resident 

business sector are reduced from $800 to $300 because of dividends 

declared on the basis of earnings both at home and abroad. The anomaly 

becomes ail the more plain if we assume a dividend greater than domestic 

earnings. Let us suppose, for example, that $1,400 is declared. The 

declaration is made on the basis of total earnings of $1,800, and the 

corporate balance sheet reveals a net increase in earned surplus of $400. 

The social accounts arbitrarily divide this net increase into $1,000 for 

the rest-of-the-world account and a negative $600 in the business ’account 
as follows: 


Business 

Dr. 

1,400 

-600 


Rest of world 
Dr. 

1 , 000 * 


National income 
and product 
Dr. 

1,400 

400 


Dividends 

Undistributed profits 
* Branch profits. 

!T' h ° WeVCr ' When adet >“ ate definitions are 
'Zth J ’u P “ the business account c °ve ra corpo- 
OTrfita thJb r ° Ug T*" aCUvity “ excess of distributions of all 

dividend^^paid^y'foreig^corporatio 611 and forei ^ ers (i-e., 

paid, by domestic corporations to “the S31?'ttme 
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and product account “dividends” covers the net receipts of dividends by 
all residents, whether from domestic or foreign corporations. 


CREDITS TO GROSS NATIONAL PRODUCT 

Credits in the national income and product account record the division 
of gross national product among its only possible outlets. Either it is 
sold to consumers (personal consumption expenditures), to the govern¬ 
ment (government purchases of goods and services), or to foreigners 
(net foreign investment), or else it adds to the real assets of the com¬ 
munity (gross private domestic investment). Sales to foreigners are 
labeled ‘ net foreign investment” because this item covers the movement 
in assets and liabilities constituting means of payment. Thus gross 
national product is consumed by persons, sold to the government, or 
invested in either domestic or foreign assets. Gifts to foreigners (as 
explained in Chapter 18) are included as consumption of the donating 
sector. 

All credits in the business account (Table 19-2) are carried to Table 
20-1, column 2, but there are differences in the stubs. “Consolidated net 
sales to consumers” becomes “personal consumption expenditures,” 
“sales to government” becomes “government purchases,” “sales to 
abroad” becomes “net foreign investment,” and so on. 

Government purchases of goods and services consist of three amounts, 
as follows: 


Purchases from business 
Purchases of factor services 
Purchases from abroad 
Total 


$16,998 (column 2) 
11,337 (column 4) 

1,599 (column 4) 
$29,934 (column 10) 


The entry of factor services in column 4 serves as contra-entry to all 
the debits in column 3. The contra-entry for purchases from abroad 
is a negative credit to net foreign investment, recording the fact that 
foreign assets were used (or liabilities incurred) in payment. 

The rest of the world made net purchases of factor services (employee 
compensation, interest, etc.) amounting to $4,181, the (debit) total of 
column 5. The payment for these services is entered as net foreign 
investment in column 6. 

Personal consumption expenditures consist of three amounts, as follows: 

Purchases from business $155,238 (column 2) 

Purchases of factor services 3,948 (column 8) 

Purchases from abroad 1,753 (column 8) 

Total $160,939 (column 10) 

The entry of factor services in column 8 serves as contra-entry to 



THE NATIONAL INCOME AND PRODUCT ACCOUNT 


373 


all the debits in column 7. The contra-entry to purchases from abroad 
is a negative credit to net foreign investment, recording the fact that 
foreign assets were used (or liabilities incurred) in payment. 

The cross total of net foreign investment (column 10) is S3,582. It 
should be noted that this equals the “net disinvestment in Millennium" 
reported in the rest-of-the-world account (Table 19-4) and in the saving 
and investment account (Table 19-7). 


PRESENTATION OF THE ACCOUNT 

Data in columns 9 and 10 are arranged, in Table 20-2, in a national 

Table 20-2 

National Income and Product Account of Millennium, Year Ended 

December 31, 1956 


178,509 

3,184 


22,138 

3,535 


Compensation of employees: 

Wages and salaries 
Supplements 

Income of unincorporated enter¬ 
prises and inventory valua¬ 
tion adjustment 
Rental income of persons 
Corporate profits and inventory 
valuation adjustment: 

Corporate profits before tax: 
Corporate profits tax lia¬ 
bility 

Corporate profits after tax: 
Dividends 

Undistributed profits 
Inventory valuation adjust¬ 
ment 
Net interest 

N ational income 

Indirect business tax and nontax 
liability 

Business transfer payments 
Statistical discrepancy 
Less: Subsidies minus current 
surplus of government enter¬ 
prises 

Charges against net national 
product 

Capital consumption allowances 

CHARGES AGAINST GROSS 

NATIONAL PRODUCT 259,889 


4,481 

14,190 

-1,423 

1,227 

18,434 

244,275 

5,395 

1,716 

0 


-5 

251,391 

8,498 


Personal consumption expendi¬ 
tures 160,939 

Gross private domestic invest- 

ment 65,434 

Net foreign investment 3,582 

Government purchases of goods 
and services 29,934 


GROSS NATIONAL PRODUCT 


259,889 
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income and product account modeled after that published for the United 
States by the Department of Commerce. The debit items, which are 
labeled “charges against gross national product,” summarize the various 
payments, by whatever sector, that contributed accounting value to the 
gross product. As subtotals, they reveal the amount of national income, 
or payments to factors of production, and the net national product. The 
credit items disclose the division of gross national product among personal 
consumption, government purchases, and investment. 


Taxation and Government Services 


The inclusion of only productive debits from each sector assures against 
duplications as well as against entering (nonproductive) transfer pay¬ 
ments among the charges against gross national product. There is, how¬ 
ever, one item in which the possibility of duplication exists, although it 
is not a clear-cut case. This is the indirect business tax and nontax 
liability. 

Let us assume, in a very simple society, that only one business enter¬ 
prise exists, and that it produces only one commodity which, however, 
meets the entire consumption needs of the community. All persons except 
one work for this enterprise at annual wages of 100. The one exception is 
a policeman hired by the community to guard over its one factory. (It 
is not necessary to police the rest of the community.) He is paid a wage 
of 10, financed by an annual tax levied against the business enterprise. 
The enterprise sells its total product to persons for 110. There are no 
profits, no other factor payments or charges, no investment, no foreign 
trade, and no government functions save that of the policeman. The 
annual entry in the sector accounts of this community is as follows: 



Business 

Government 

Personal 


Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

Employee compensation 

100 

10 


110 

Indirect business tax 

10 


10 


Sales to consumers 

110 



110 


Since the policeman’s entire function is that of guarding the plant, his 
activity is a cost of production (from the community point of view). 
That is, the community’s product costs 110, of which 100 is paid to 
regular factory employees and 10 to the policeman. If the government 
(i.e., the policeman) did not exist, the plant could hire its own guard at 
a cost of 10 instead of paying taxes, and it would produce the same 
product at the same total costs. 
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Nevertheless, gross national product is reported at 120, as follows: 

Compensation of employees 110 Personal consumption expenditures 110 

Indirect business tax 10 Government purchases of goods and 

_ services 10 

Charges against gross national prod¬ 
uct 120 Gross national product 120 


Is this not a case of one sector (business) buying the product of another 
(government), with the result that it is included in the product of both 
sectors, thus double-counting in the gross national product? Is it not 
similar to personal purchases from business, which are labeled non¬ 
productive debits in the personal account because the value of goods 
purchased has already been entered as productive debits in the business 
account? 

The answer to both questions is “for the most part, no.” In a more 
complex community than that described in this (biased) illustration, it 
is not possible to allocate the value of general government activity 
between one part serving business (i.e., contributing to business product) 
and another serving persons. In the first place, most services (police, 
fire, defense, etc.) serve both groups jointly. In the second place, business 
does not pay taxes as reimbursement for specific government services. 
If Congress increases excise taxes on manufactures and decreases personal 
income taxes, it does not follow that the government simultaneously 
increases its services to business and reduces them to persons. 


International Donations 

The debit side of Table 20-2 depicts the payments (including impu¬ 
tations and accruals) made in the creation of gross national product, 
l he credit side is intended to present the channels in which the country’s 
product has been distributed. This definition of purposes, however is 
inconsistent with the actual classifications on the credit side, since grants 

donating sector 

rather than as goods and services provided to the rest of the world This 

en“ “clapteT ““ " ° h,pt " 18 ’ “ «“"*» 

a re G tM<m e Th P " rCh£U T! l ° f S °? dS End Services ' accor ding to Table 20-2, 
are *29,934. This is not the value of product consumed and invested by 

the government, however, because it includes *3,720 of grants to foreicrT 

era, of which *2,148 was made in kind and tl.wi in cash The laUe"wL‘ 

■ LTdT‘ im f POrt - The am0Unt ° f “oon^mpHon and 
mvestment expenditures of government is equal to its “purchases of 

goods and services” minus its net international donations, m folW 
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Government purchases of goods and services (Table 20-2) 
Less international transfer payments made: 

In cash 
In kind 

Government purchases for consumption and investment 


$29,934 


$1,572 

2,148 

3,720 

$20,214 


Likewise, net foreign investment is not the true value of goods and 
services provided to foreigners but is equal instead to the net movement 
in claims between residents and foreigners. Goods and services provided 
to foreigners is calculated as follows: 


Net foreign investment (net increase in net claims against foreigners) 

Add: Cash donations made to foreigners 

Net goods and services sold to foreigners 
Add: Grants in kind 

Net goods and services provided to foreigners 

Accounting on the credit side could be improved, therefore, by sub¬ 
tracting international transfer payments from government purchases 
and adding them to “net foreign investment,” which thereby becomes 
“net goods and services provided to foreigners.” The following pre¬ 
sentation is a more realistic portrayal of the channels into which the 
national product was distributed: 


$3,582 

1,572 

$5,154 

2,148 

$7,302 


Personal consumption expenditures $160,939 

Gross private domestic investment 65,434 

Net goods and services provided to foreigners 7,302 

Government purchases for consumption and investment 26,214 

Gross national product $259,889 


Likewise, net donations by persons may be subtracted from personal 
consumption expenditures and included in net goods and services pro¬ 
vided to foreigners. If business donations are entered in the latter, how¬ 
ever, they must be added to business transfer payments on the debit side, 
since there is no credit item, “business consumption expenditures,” from 
which they could be subtracted. The effect of the latter adjustment would 
be to increase the gross national product by the amount of donations 
made by business enterprises to foreigners. It should be noted that these 
adjustments would involve no change in net foreign investment as 
reported in either the rest-of-the-world account or the saving and invest¬ 
ment account. 


Causal Factors in Gross National Product 

It must not be supposed that the sum of individual items on either 
side of the national income and product account determines by itself 
the amount or value of gross national product. These are fixed by supply 



THE NATIONAL INCOME AND PRODUCT ACCOUNT 377 

and demand. One must not reason that because the debits (or the credits) 
add to $259,889, therefore that is the value of gross national product. It 
is just as logical, and just as incorrect, to say that because the gross 
national product is $259,889, therefore debits and credits both equal this 
amount. 

The gross national product is S259,889 because this is the unique 
amount that persons, governments, and businesses were willing to produce 
for the prices that persons, governments, businesses, and foreigners were 
willing to pay. Once supply and demand have determined how much the 
gross national product shall be, the accountants (ex post ) divide it 
among the debit items, which indicate realized supply values of factors*, 
and other business costs, and again among the credits, which indicate 
realized demand values for four groups of purchasers. The items in the 
national income and product account contribute to determining their 
totals only in the sense that their prices are a part (i.e., the point of 
intersection) of the over-all supply and demand schedules by whose 
operation the value of gross national product is fixed. 

PROBLEM 

1. Using the classifications adopted by the Department of Commerce in 
presenting the United States accounts, prepare the national income and product 
account of Neverland for the calendar year 1956. 

2. Indicate (giving exact figures) the revisions that would be necessary in this 
account if net donations to foreigners were added to “net foreign investment” 
so that the latter might be labeled “net goods and services provided to foreigners.” 



CHAPTER 21 


BALANCE OF PAYMENTS ACCOUNTING: 

I. THE EQUATION 


Just as national product was part of the terminology of economists 
long before its systematic measurement, so also has the concept of balance 
of payments been known for centuries. Even before Adam Smith, mer¬ 
cantilists concerned themselves with the effect of a country’s trade 
balance on domestic gold supply. Only when balance of payments 
problems became so acute, however, that reasonably accurate statements 
were essential to their diagnosis, did a rapid development in their report¬ 
ing take place. The years following World War II witnessed an un¬ 
precedented upheaval in the world pattern of trade and payments. Not 
only were governments groping for a solution to the problems of falling 
reserves and scarce currencies, but they also needed a thermometer to 
measure the severity of the world’s illness. Whereas the League of 
Nations published balance of payments statements of only twenty-seven 
countries in 1938, approximately sixty-five are currently reporting to the 
International Monetary Fund. 

Recent developments in balance of payments accounting have made its 
very name obsolete. The term “balance of payments” was originally 
conceived because economic thinking has traditionally associated inter¬ 
national transactions with a flow of specie to pay for them. The mercan¬ 
tilists believed that a nation’s store of precious metals was the prime 
indicator of its wealth, and changes in gold and foreign exchange reserves 
remain to this day the major concern of those who read balance of 
payments statements. But economists have nevertheless become aware 
that movements sometimes associated with a payment of specie are not 
necessarily so associated (e.g., merchandise may be loaned or donated 
instead of sold), and thus other items than monetary movements are 
important to a country’s international economic position. The so-called 
balance of payments has been adapted to account for all such items as 
may be reported, and it is therefore more appropriately called a “balance 
of international economic transactions.” Continued use of the term 
“balance of payments” is justified only because an old habit is hard to 

break. 
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Although balance of payments statements began to occupy a central 
place in economic accounting only after World War II, they had already 
loomed large in the minds of economists during the twenties and thirties. 
They were important in the discussions of Germany’s ability to pay 
reparations after World War I. Currency devaluation was a means of 
averting depression in the thirties, and its effects could be ascertained—at 
least in part—through an interpretation of the balance of payments 
accounts. The success of the United Kingdom in this direction, for 
example, is evident from both British income and employment data and 
the balance of payments. France’s struggle to keep her head above water 
and remain a “sound gold” country is vividly portrayed in movements 
in her balance of payments accounts for the years immediately preceding 
devaluation in 1936. 


The critical period in the world balance of payments picture began at 
the close of World War II. Exports of many countries had been tempo¬ 
rarily crippled, the structure of their international investment revamped, 
and the framework of world trade altered. The suddenness of the upheaval 
presented major problems on how to regulate trade and currency flows, 
capital movements, and exchange rates. New international agencies, 
such as the economic commissions of the United Nations, the Inter¬ 
national Monetary Fund, the World Bank, the Organization for European 
Economic Cooperation, and the European Payments Union, were 
established to deal with these and related questions. 

All these agencies—and national governments as well—require balance 
of payments data for a proper appraisal of the problems with which they 
deal. For example, the European Coal and Steel Community, the program 
of economic and military assistance by the United States, the development 
of new oil fields in Canada, Brazil, and elsewhere, the nationalization of 
oil m Iran, the new investment in iron mines in Venezuela and Canada, 
the altered structure of foreign investment and income consequent to the 
independence of Burma, Indonesia, and others—all can be adequately 
evaluated only with the assistance of successive balance of payments 


The balance of payments is also an important instrument for assessing 
those problems of internal origin which have repercussions on a country’s 
international economic position. Ill-financed programs of domestic invest¬ 
ment or large government deficits may stimulate a local inflation which 
by causing increased domestic demand without increasing the country’s 

Sli' We8 i en ltS b u alance of P a y me nts position. Particularly in 
studies of this sort must the balance of payments be recognized as one 

f the sector accounts in the national income and product group 

rest -° f ' the - world account, the balance of payments is a 
naohdated statement of the economic transactions of residents of one 
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country with foreigners. It differs from the rest-of-the-world account, 
however, in two respects. In the first place, the balance of payments is 
much more detailed. For example, net foreign investment, which appears 
as a single figure in the rest-of-the-world account, is divided in the balance 
of payments between assets and liabilities, each of which is again divided 
into long-term and short-term, with a further subdivision between those 
of official (i.e., government) institutions and those of private persons and 
institutions. In the second place, the rest-of-the-world account is (like 
other sector accounts) constructed from the point of view of the sector 
whose transactions it portrays. Thus debits reflect expenditures, increases 
in assets, or decreases in liabilities of foreigners in their transactions with 
the resident sectors, while credits reflect their income, decreases in their 
assets, or increases in their liabilities. The balance of payments, however, 
is constructed from the point of view of residents. What is an asset claim 
of a foreigner against a resident is a liability of a resident to a foreigner. 
What is income of a foreigner is an expenditure of a resident, and so on. 
Debit entries in the rest-of-the-world account are credits in the balance of 
payments, and vice versa. 

Despite these exceptions, the balance of payments is nevertheless an 
elaboration of the rest-of-the-world account. Let us turn to the foreign 
transactions of Millennium, which are recorded in Table 19-4. The debits 
to this rest-of-the-world account record net purchases by foreigners of 
the gross national product (or inventories) of Millennium. The credits 
register “net disinvestment in Millennium,” which summarizes the 
movements in assets and liabilities by which the debit transactions were 
settled. 


DEBIT CREDIT 

Net current payments = net disinvestment 
to Millennium in Millennium 

S3,582 $3,582 

By reference to the original entries (in Chapters 17 and 18), net debits 
are divided into debits and credits to individual items in Table 21-1. 
The number in parentheses indicates the entry. 

It may be recalled that the cash donation was treated (with the dis¬ 
approval of this author) as goods and services sold by foreigners to the 
donating government. Therefore “government purchases” amount to 
SI,599 in Table 19-4, which is the sum of $27 and $1,572, shown separately 
in Table 21-1. 

Let us now amplify the equation so as to distinguish among (1) the 
goods and services purchased by foreigners from residents, (2) the goods 
and services sold by foreigners to residents, and (3) the cash donation 
received by foreign governments from the government of Millennium. 
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Table 21-1 

Recapitulation of Individual Items in the Rest-of-the-world Account 
for Millennium, Year Ended December 31, 1956 

Debits: 

Purchases of Millennium goods and services by foreigners: 

Merchandise (purchased from business) 

Services of labor 
Services of capital: 

Interest 
Dividends 
Branch profits 

Total 12,653 

Credits: 

Sales of goods and services by foreigners to residents: 

Merchandise (sold to business) 

Merchandise (sold to persons) 

Goods and services (sold to government) 

Services of capital: 

Dividends 


8,000 ( 2 ) 

377 (33) 

2,476 (34) 
1,223 (34) 
577 (35) 


5,247 ( 6) 
1,753 ( 6) 
27 (27) 


472 (24) 


7,499 


Cash donation received by foreign governments from Millennium 1,572 (28) 
Total 
Net debits 


9,071 

3,582 


On the right-hand side of the equation, the net disinvestment in Mil¬ 
lennium is spelled out in terms of foreigners’ asset claims and liabilities. 


DEBIT 

Purchases of goods and services 
from Millennium ($12,653) 
less 

Sales of goods and services 
to Millennium ($7,499) 
credit 


dess 


donations 
received 
from i 

Millennium^ equa s 
($1,572) 

CREDIT 


net decrease 
in asset 
claims against 
Millennium plus 
net increase 
in liabilities 
to Millennium 
($3,582) 

CREDIT 


One transaction between residents and foreigners was reported in 
Chapter 18 but not recorded in the entries. A donation of $2,148 of 
merchandise to foreigners was omitted (also with the disapproval’of this 
author) because-in the United States national product accounts—goods 
and services given to foreigners are shown as purchased by the sector 
making the donation. Donations in kind are included in the balance of 

Sff 8, -i OWeV ! r - Therefore $2 « 148 * added to “donations received” 
r th , c L ontra - entr y in “purchases of goods and services” (debit). 
Because the debit covers goods and services received as donations as well 
as P^chased, let us use the term “goods and services acquired” instead 
purchases of goods and services.” Likewise “goods and services 
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provided” is substituted for “sales of goods and services.” With these 
changes, the equation appears as follows: 


DEBIT 

Goods and services acquired 
from Millennium ($14,801), 
less 

Goods and services provided! 
to Millennium ($7,499) 

CREDIT 


less 


donations 
received 
from 

Millennium 
($3,720) 

CREDIT 


net decrease 
in asset 
claims against 
Millennium plus 
equals { net increases 
in liabilities 
to Millennium 
($3,582) 

CREDIT 


This is the balance of payments equation of the rest of the world with 
Millennium. With a reversal of debits and credits, plus corresponding 
changes in terminology (“liabilities” instead of “assets,” etc.), it is 
converted into the balance of payments equation of Millennium with the 
rest of the world, as follows: 


CREDIT 

Goods and services 
provided to foreigners 
($14,801) 

less 

Goods and services 

acquired from foreigners 
($7,499) 

DEBIT 


CREDIT 

donations 
received 
( 0 ) 

plus( less 
donations 
made 
(S3,720) 

DEBIT 


net increase in asset 
claims against 
foreigners minus net 
equals^ increase in lia¬ 
bilities to foreigners 
($3,582) 

DEBIT 


Although none appeared in the transactions of Chapters 17 and 18. 
“donations received ” has been included in order to complete the equation. 

In balance of payments literature, the term “asset” refers to inter¬ 
national assets, or claims of residents against foreigners. Movements in 
other types of assets (i.e., domestic investment and claims against 
residents) are excluded from balance of payments statements because 
they do not involve resident-foreigner transactions. Likewise the term 
“liability” refers only to international liabilities, or claims of foreigners 
against residents. 

Let us restate the balance of payments equation so as to draw a dis¬ 
tinction between assets and liabilities: 


CREDIT 

Goods and services 
provided to foreigners 
less 

Goods and services 

acquired from foreigners 
DEBIT 


CREDIT 
donations 
received 
plus< less 

•donations 
made 
DEBIT 


DEBIT 

I net increase in assets 
equals \ less 

net increase in liabilities 
credit 
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This equation is strikingly similar to the basic accounting equation for 
business balance sheets and profit and loss statements. The right-hand 
side is analogous to the asset and liability accounts of a business enter¬ 
prise and employs the same debit and credit rules: an increase in an 
asset is recorded by a debit and a decrease by a credit; an increase in a 
liability is recorded by a credit and a decrease by a debit. 

The left-hand side is analogous to the net worth account, and debit 
and credit rules are similar to those for the profit and loss statement; 
sales and other income are recorded by credits, and purchases and other 
expenses by debits. 

EXAMPLE 


Let us now illustrate the balance of payments equation by a series of 
sample entries recording transactions between residents of Country A 
and foreigners. 

Transaction (1). Exporters of Country A ship $5,000 of merchandise to 
Country B, receiving in payment deposit balances in banks of Country B. 

Entry (1). Exports are credited to “goods and services provided to 
foreigners.” The increase in deposit balances is debited to assets, because 
the deposits are claims of residents (the exporters) against foreigners 
(the banks). 

(1) Assets 5,000 

Goods and services provided to foreigners 5,000 

Transaction (2). Exporters of Country A ship $7,000 of merchandise to 
Country B, receiving in payment checks drawn on deposit accounts of B 
importers in banks of Country A. 

Entry (2). The exports are credited to “goods and services provided to 
foreigners,” just as in entry (1). The payment, however, is debited to 
liabilities rather than assets. The deposit accounts are liabilities of resi¬ 
dents (the banks) to foreigners (the importers). When the importers 

draw on them to pay residents (the exporters), liabilities to foreigners 
are diminished. 


( 2 ) 


Liabilities 


7,000 


_ •|vvu 

Goods and services provided to foreigners 7,000 


Transaction (3). Residents of Country A send $1,000 of merchandise 
andtheT). 48 g (e ' g ” f °° d ParC6lS ’ miUtary aid by the government, 

Entry (3). Just as in transactions (1) and (2), there is a provision of 
“ft t0 f “~- "hich - credited. Instead of record^ the 
haCbeek m"’ COntra ^ ebit ‘he *■* that donations 
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(3) 


Donations made 1,000 

Goods and services provided to foreigners 1,000 


Transaction (4). Residents of Country A donate $500 in currency notes 
of Country A to foreigners. 

Entry (4). The government or central bank of Country A (whichever 
issued the currency notes) has a new liability to foreigners (to whom the 
notes were given). This liability is credited. As in transaction (3), the 
contra-debit records the fact that donations have been made. 


Donations made 
Liabilities 


500 


500 


Transaction (6). Residents of Country A import $12,000 of merchandise 
from Country B, of which $6,000 is paid for in B currency, $4,000 in A 
currency, and $2,000 is donated. 

Entry (5). The import is debited to “goods and services acquired from 
foreigners.” Payment in B currency (whether notes of Country B or 
deposits in banks of B) is a decrease in asset claims (credit) of residents 
of A (the importers) against foreigners (the currency-issuing authority 
or banks in B). Payment in A currency (whether notes of Country A or 
deposits in banks of A) is an increase in liabilities (also credit) of residents 
of A (the currency-issuing authority or the banks) to residents of B. The 
fact that donations were received is also recorded by a credit. 

(5) Goods and services acquired from foreigners 12,000 

Assets 6,000 

Liabilities 4,000 

Donations received 2,000 

These five entries are summarized in Table 21-2, and the condensed bal¬ 
ance of payments statement in Table 21-3 is derived from that summary. 

Table 21-2 

Summary of Balance of Payments Entries for Country A 


Debit 


Credit 


Goods and services provided to foreigners 


Goods and services acquired from foreigners 
Donations received 
Donations made 

Assets 

Liabilities 

Totals 
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Table 21-3 

Condensed Balance of Payments Statement of Country A 
Goods and services: 


Provided to foreigners 

(Cr.) 

13,000 



Less: Received from foreigners 

(Dr.) 

12,000 



Net balance on goods and services 



(Cr.) 

1,000 

Donations: 





Received from foreigners 

(Cr.) 

2,000 



Less: Made to foreigners 

(Dr.) 

1,500 



Net balance on donations 



(Cr.) 

500 

Net balance on goods, services, and donations 



(Cr.) 

1,500 

Capital movements: 





Net decrease in liabilities 

(Dr.) 

2,500 



Less: Net decrease in assets 

(Cr.) 

1,000 



Net balance on capital movements 



(Dr.) 

1,500 


The “balance” achieved in this statement—in that the net movement 
in goods, services, and donations equals the net change in assets and 
liabilities—is technical only and bears no relation to the economic 
concept of balance of payments equilibrium. Because the balance of 
payments is an equation (with equal debits and credits), it must always 
be in technical balance, just as business balance sheets, the national 
income and product account, and similar accounting statements must 
always be in balance. 


BALANCE OF PAYMENTS CATEGORIES 

In published balance of payments statements, the three major cate¬ 
gories—goods and services, donations, and capital movements—are 
further divided into a series of items, in each of which are recorded 
transactions that normally respond similarly to certain economic stimuU 

or which, for other reasons, are felt to be of separate interest to economic 
investigators. 

F °r example, goods and services includes, among other items, both 
merchandise transactions (exports and imports) and investment income 
(i.e., reimbursement for the service of lending capital). However, the 
factors affecting movements in each are quite different or, if the same, are 

fmnVV ffeC S GaCh m dlfferenfc Wft ys. Fluctuations in exports and 
imports depend among other things, on relative movements in prices 

bvthemTr f Investment income is influenced more 

by the rate of return on capital, and it is profoundly affected by poUtical 

disturbances, such as fear of war, nationalization of properties and new 

“ h Z 6 ; r ° St \ dy the effects ° f «-» -i oHaotot ipafately 

«hnJT P rtan ? merchandise transactions and investment income be 
shown as separate items in the over-all totals of goods and series 
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In the balance of payments statements published by the International 
Monetary Fund, the three major categories are divided into a series of 
items, as follows: 

Goods and services: 

Merchandise (exports and imports) 

Nonmonetary gold movement 

Foreign travel 

Transportation 

Insurance 

Investment income 

Government, not included elsewhere 

Miscellaneous 

Donations: 

Private 

Official 

Capital and monetary gold: 

Divided into (a) private and (6) official and banking institutions, 
each of which is further subdivided as follows: 

Long-term liabilities 
Short-term liabilities 
Long-term assets 
Short-term assets 

Monetary gold is listed under the assets of official and banking 
institutions. 

In the five sample transactions illustrating the balance of payments 
equation above, it was assumed (for the sake of simplicity) that all 
payments were made directly from importer to exporter, either in 
currency notes or by check. In practice, however, international payments 
are somewhat more complicated. Merchants, whether importers or 
exporters, ordinarily pay and receive only their own countries’ currencies, 
and the business of holding foreign exchange is left to the banks or 
exchange authority. Thus a Mexican importer does not send peso notes 
to an American exporter. Instead, he pays his own bank in pesos, and 
his bank directs its correspondent bank in New York (if it has one) to 
draw a dollar check in favor of the American exporter. As a result the 
foreign assets of a Mexican bank, rather than a private merchant, are 
decreased. 

In most of the important trading countries—the United States, 
Canada, Mexico, and a few others are notable exceptions—the purchase 
and sale of foreign exchange is to some extent regulated by the govern¬ 
ment. Banks hold deposit accounts in foreign countries only under 
license by the appropriate government agency, such as the exchange 
control authority. Although their deposits are not, strictly speaking, part 
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of “official reserves” (because they do not belong to the government), 
nevertheless they are very similar to them in that they are available 
only at the discretion of the government. Because government policy 
applies to movements in both official (government) and banking assets 
and liabilities, they are combined under a single caption (“official and 
banking institutions”) in the Balance of Payments Yearbook published by 
the International Monetary Fund. 

The balance of payments illustration presented in the following chapter 
is based on the accounting system adopted by the International Monetary 
Fund 1 for uniform reporting of balance of payments statements. Where 
that system differs from the one used by the Department of Commerce 
for reporting the United States balance of payments, an appropriate 
notation is made either in the text or a footnote. The illustration covers, 
through a series of aggregate entries, the application of accounting rules 
to balance of payments transactions, and preparation of a statement from 
those entries. 


PROBLEM 


During a given year the following transactions took place between residents 
of Country A and residents of Country B: 

(1) Exporters of Country A shipped $4,000 of goods to importers in Country B, 
who made payment by drawing checks on their deposits in banks in Country A. 

(2) Residents of Country B traveled in Country A, spending $2,000 in travelers’ 
checks issued by the National Bank of B. 

(3) The government of Country A donated $3,000 of merchandise to the 
government of Country B. 

(4) Private individuals in Country B sent $1,000 of B currency notes and $200 
of A currency notes as gifts to residents of Country A. 

(5) Importers in Country A acquired $6,000 of merchandise from Country B, 
for which they paid $5,500 by drawing on deposits they had held in banks in 
Country B. They credited the remainder to accounts payable and had not made 
settlement by the year end. 

(6) A medical specialist in Country A performed an operation on a resident of 
Country B for which he received payment of $900 in B currency notes. He spent 
$400 of these in B, deposited the remainder in a bank in B, and returned home 

(7) Moving-picture houses in Country B rented films for $300 from producers 
in Country A. They paid by check on deposits carried in banks in Country A. 

(8) Residents of Country A bartered merchandise valued at $250 for an equal 
value of merchandise from residents of Country B. 

Directions 


1. Using only the six items of the basic equation, prepare an entry for the 
balance of payments of Country A for each of the above transactions 

2. Prepare a similar series of entries for the balance of payments of Country B. 

195 ^„!l te u atiODal M ° ne , tary . Baiance °f Payments Manual, Washington 

lHoU (currently m process of revision). ^ 1 



CHAPTER 22 


BALANCE OF PAYMENTS ACCOUNTING: 
II. TRANSACTIONS AND STATEMENT 


During 1956 residents of the Country of Homeland engaged in certain 
transactions with foreigners, as outlined below. For the sake of simplicity, 
let us assume that all foreigners lived in the Country of Oversea. Trans¬ 
actions are described in the following text, and after each description 
there is an explanation of the entry in the balance of payments of Home¬ 
land. In these entries goods-and-services accounts are identified by the 
initials (GS), donations by (D), and movements in capital and monetary 
gold by (C). A balance of payments statement for Homeland in 1956 is 
shown in Table 22-2, at a later point in this chapter. 

Transaction (1). Residents of Homeland exported $5,000 of merchan¬ 
dise to residents of Oversea who made payment (in Oversea currency) 
to the Oversea Bank of Commerce. The latter drew a draft directing its 
correspondent bank, the First National Bank of Homeland, to pay 
85,000 to the exporters and to debit its account. 

Entry (1). Merchandise exports is credited, to register a provision of 
goods to foreigners. The payment involves a decrease in liabilities to 
foreigners (i.e., in the deposit liability of the First National Bank of 
Homeland to the Oversea Bank of Commerce). There is a debit to 
short-term liabilities of official and banking institutions. 

(1) O & B 1 short-term liabilities (C) 6,000 

Merchandise exports (GS) 5,000 

Transaction (2). Residents of Homeland exported $3,000 of merchan¬ 
dise to residents of Oversea who made payment to the Oversea Industrial 
Bank. The latter agreed to credit the deposit account of the First National 
Bank of Homeland, which in turn made payment to the exporters. 

Entry (2). The export entry is similar to that in entry (1): merchandise 
is credited for goods provided to foreigners. However, the means of 
payment is different. Instead of a reduction in liabilities to foreigners, 
there is an increase in asset claims against foreigners (the foreign deposits 

1 The initials “O & B” are an abbreviation for “official and banking institutions.* 
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of the First National Bank of Homeland). Therefore short-term assets 
of official and banking institutions is debited: 

(2) O & B short-term assets (C) 3,000 

Merchandise exports (GS) 3,000 

Transaction (3). Residents of Homeland exported $500 of merchandise 
to residents of Oversea, for which payment had not been received by the 
end of the year. 

Entry (3). Merchandise exports is credited, to record goods provided 
to foreigners, just as in entries (1) and (2). Since no payment was made, 
the exporters have claims (accounts receivable) against the foreign 
importers. Because they are claims of private merchants a debit is 
recorded in private short-term assets. 

(3) Private short-term assets (C) 500 

Merchandise exports (GS) 500 

Transaction (4). Residents of Homeland imported $7,200 of merchan¬ 
dise from residents of Oversea, of which $4,000 was paid by draft drawn 
on deposits of Homeland banks in Oversea banks and $3,000 through an 
increase in deposits of Oversea banks in Homeland banks. The remaining 
$200 had not been settled at the end of 1956. 

Entry (4). The total of imports ($7,200) is debited to merchandise 
(goods acquired from foreigners). The credits are distributed among the 
accounts recording means of payment (or the fact that payment was not 
made). There is a $4,000 credit to short-term assets of official and banking 
institutions (recording the decrease in foreign deposits of Homeland 
banks), a $3,000 credit to short-term liabilities of official and banking 
institutions (recording the increase in deposit liabilities of Homeland 
banks to foreign banks), and a $200 credit to private short-term liabilities 
(recording the increase in accounts payable of private importers). 


(4) Merchandise imports (GS) 7,200 

O & B short-term assets (C) 4,000 

O & B short-term liabilities (C) 3,000 

Private short-term liabilities (C) 200 


Transaction (6). The Oversea Central Bank purchased $200 of gold 
from the government of Homeland, paying for it by check drawn on its 
deposit with the Homeland Federal Reserve Bank. 

Entry (5). Gold held for monetary purposes by the central government 
or banks is known as monetary gold. Strictly speaking, monetary gold is 
a real asset, because it has intrinsic value. For practical purposes, how¬ 
ever it is treated as an asset claim against foreigners—that is, as part of a 

net fore, e“ investment. Monetary gold is similar to holdings 
oreign exchange (which are short-term assets of official and banking 
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institutions). Most countries (except the United States) consider gold 
and dollars as alternative instruments for storing surplus claims against 
foreigners. Dollar balances (e.g., deposits in New York banks, or holdings 
of U.S. government securities) are claims against the U.S. government 
or American banks. Beyond that, moreover, they are claims against goods 
and services produced by Americans, and—because dollars are almost 
universally accepted—against goods and services produced by other 
countries as well. Gold is not a claim against any government or bank. 
Because it is universally accepted as money, however, it is (like dollars) 
in a broader sense a claim against goods and services in any country. 
Movements in monetary gold are therefore entered in a country’s balance 
of payments in a manner similar to movements in foreign exchange assets. 

The sale of gold by the government of Homeland constitutes a decrease 
in Homeland’s international assets, which is recorded as a credit to 
monetary gold. The contra-debit registers a decrease in the liability of 
the Homeland Federal Reserve Bank to the Oversea Central Bank. 

(5) O & B short-term liabilities (C) 200 

Monetary gold (C) 200 

Transaction (6). Homeland gold mines sold $150 of gold to the Oversea 
Central Bank. Settlement was made in Oversea currency—that is, a 
Homeland bank increased its deposits in an Oversea bank. 

Entry (6). Gold held by private individuals and institutions or by 
government agencies for other than monetary purposes is known as 
nonmonetary gold. In so far as it exists in inventories, it is part of domestic 
investment. Like other merchandise, exports of nonmonetary gold are 
credited to the goods-and-services accounts in the balance of payments, 
as provision of goods to foreigners. 

In the official United States balance of payments (published by the 
Department of Commerce), private exports and imports of gold are 
entered as merchandise. For reasons which will be discussed in connection 
with transaction (7), however, the International Monetary Fund makes 
the entry under a separate goods-and-services caption, “nonmonetary 
gold movement.” Because gold is provided to foreigners (to the Oversea 
Central Bank), nonmonetary gold movement is credited. The contra- 
debit records an increase in the short-term assets of Homeland banks. 

(6) O & B short-term assets (C) 150 

Nonmonetary gold movement (GS) 150 

Transaction (7). Homeland gold mines sold S60 of gold to the govern¬ 
ment of Homeland. 

Entry (7). A sale of gold by resident mines to the government is not a 
resident-foreigner transaction, and therefore it would seem that it should 
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not affect the balance of payments. However, it constitutes a transfer 
from domestic investment (nonmonetary gold) to foreign investment 
(monetary gold). So that the balance of payments may report a complete 
tally of factors affecting foreign investment, this transaction must be 
recorded. 

In the Department of Commerce’s publication, sales of private gold 
stocks to the Treasury or Federal Reserve banks are treated as exports of 
merchandise. Though this is a fiction, there is much justification for it. 
If gold is sold to foreigners, who pay for it by drawing down their dollar 
balances in New York, there is an increase in United States net foreign 
investment, in the form of decreased dollar liabilities to foreigners. If, 
on the other hand, private gold is sold to the Treasury, there is also an 
increase in United States net foreign investment—this time in the form 
of increased international assets (monetary gold stock). In either case 
part of the gross national product has been devoted to net foreign 
investment. 

In statements published by the International Monetary Fund, private 
sales of nonmonetary gold both to foreigners and to the monetary au¬ 
thority are credited to nonmonetary gold movement, and private pur¬ 
chases from both foreigners and the monetary authority are debited to 
that item. In the present case, there is a credit to nonmonetary gold 
movement to record a private sale to the monetary authorities, and a 
contra-debit registering an increase in monetary gold. Nonmonetary 
gold movement is always entered on a net basis, a net debit if private 
purchases exceed private sales, or a net credit if sales exceed purchases. 

( 7 ) Monetary gold (C) 60 

Nonmonetary gold movement (GS) 60 


The use of a separate account for nonmonetary gold movements (as 
opposed to their inclusion in merchandise imports and exports) facilitates 
the study of world-wide gold flows through balance of payments accounts. 
Gold that is nonmonetary to one country may be monetary to another. 
* or example, if private mining companies in Country A sell gold to the 
central bank of Country B, there is a credit to nonmonetary gold move- 

r en rr b , alanCe ° f P a y ments and a debi t to monetary gold in that of 

lu the J ba ! ance of Payments statements for all countries are taken 
together debits and credits to monetary and nonmonetary gold accounts 
combined should be equal. 

Transaction (8). In order to spend their vacations abroad, Homeland 
residents paid $40 for international passage on air, sea, and rail lines 

dZZT Z** T A “ A Cash , at asency ° ffices ° f the transportation com- 
parnes in Homeland. A total of $25 was paid to Homeland carriers and 
3>io to foreign earners. 
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Entry (8). Transportation purchased from Homeland carriers is a 
transaction between residents and does not affect the balance of pay¬ 
ments. Only the SI5 paid to foreign companies is a purchase of services 
from foreigners. This is debited to transportation, a goods-and-services 
account. 

Since payment was made in cash in Homeland, let us assume that 
domestic currency was used, and that the proceeds were deposited in 
local banks. In that case, deposit liabilities of banks to the foreign carriers 
were increased, and there is a credit to short-term liabilities of official 
and banking institutions. 

(8) Transportation (GS) 15 

O & B short-term liabilities (C) 15 

Transaction (9). While traveling in foreign countries, residents of 
Homeland purchased S120 of goods and services. The goods consisted of 
food, souvenirs, and clothing, and the services were those of hotels, 
railroads, buses, and the like. They paid for them in foreign currencies, 
which they had obtained by cashing Homeland Express Company 
travelers’ checks at foreign banks. 

Entry (9). All goods and services purchased incidental to foreign travel 
are entered in the travel account. Bus, railroad, and other transportation 
within a country (e.g., from Paris to Marseilles) is entered here, but 
international transportation (e.g., from London to Paris) is included in 
the transportation account [as illustrated in entry (8)]. 

Any company that sells travelers’ checks is acting as a bank or foreign 
exchange dealer, and its accounts are included in the official and banking 
sector. Homeland Express Company travelers’ checks are liabilities of 
the company to the foreign banks at which they were exchanged. Hence 
there is a credit to short-term liabilities of official and banking institutions. 

(9) Travel (GS) 120 

O & B short-term liabilities (C) 120 

Transaction (10). The merchandise exports reported in transactions 
(1), (2), and (3) were transported partly on Oversea ships, at a cost of 
§400, and partly on Homeland ships, at a cost of $300. All payment was 
made by Oversea importers through their own banks. The payment to 
Homeland shipping companies was transmitted in the form of increased 
deposits of Homeland banks in Oversea banks. 

Entry (10). The payment of $400 by Oversea importers to Oversea 
shipping companies does not affect the balance of payments of Homeland, 
because it is a transaction between foreigners. Only the S300 payment 
to Homeland shipping companies represents the value of services provided 
by residents to foreigners. This is credited to transportation. The contra- 



BALANCE OF PAYMENTS ACCOUNTING: II 393 

debit records an increase in assets of the official and banking sector 
(foreign deposits of Homeland banks). 

(10) O & B short-term assets (C) 300 

Transportation (GS) 300 


In balance of payments statements of most countries, exports are 
reported f.o.b. (free on board) the port of exit. Thus all costs of pro¬ 
duction, transportation, and loading necessary to put the goods on a 
carrier at the border are entered as value of merchandise (i.e., credited 
to exports). 2 All cost of transportation beyond the port of exit is credited 
to transportation, if the carrier is a resident, or not entered at all, if 
the carrier is foreign. This principle applies regardless of the quoted price, 
which may include all transportation, or part of it, or none. 

Let us suppose that a Swedish paper mill exports newsprint to London 
costing 2,000 kronor at an interior point in Sweden. Transportation to the 
port of exit is 10 kronor, and further shipment to London costs an addi¬ 
tional 12 kronor. The British purchaser must pay a total of 2,022 kronor 
(or the equivalent in sterling) to cover all costs. In the Swedish balance 
of payments, merchandise exports is credited 2,010 kronor (on an f.o.b. 
basis), consisting of all costs incurred within Swedish territory. If the 
newsprint was shipped on a Swedish carrier, there is a credit of 12 kronor 

to transportation; but if it was on a British or other foreign carrier there 
is no entry. 


The f.o.b. treatment is designed to provide uniformity in reporting of 
export values. Let us suppose that the same paper mill made three 
identical shipments to London, each with the same prices of merchandise 
and transportation, but that quotations were made on different bases 
One shipment was quoted at 2,000 kronor, with the purchaser responsible 
or all transportation arrangements. Another was quoted at 2,010 kronor 
with the seller responsible for transportation to the port of exit and the 
purchaser beyond that point. The third was quoted at 2,022 kronor 
covering all costs to London. The differences in these quotations relate 

imn rt t r reSponsibi,it y for arranging transportation and are un¬ 
important to economic analysis. In order to record the fact that merchan¬ 
dise values are identical in each case, they should be entered similarly 
( %• n a umform f-o.b. basis) in the balance of payments 7 

(4) rre aC tr^sn ( ort'H The “ er ° himP ° rtS repOTted “ transaction 

( ) were transported partly on Oversea ships, at a cost of $200 and 


Evolved . 111 thC Umted StatGS Statement > P rov *ded a 
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partly on Homeland ships, at a cost of $500. All payment was made by 
Homeland importers through their own banks. The payment to Oversea 
shipping companies was transmitted in the form of increased deposits 
of Oversea banks in Homeland banks. 

Entry (11). Let us assume that imports are reported f.o.b. in the Home¬ 
land balance of payments. In that case, the $7,200 value of merchandise 
[in entry (4)] covers all cost of transportation and loading up to and 
including the port of embarkation in Oversea. In addition, Homeland 
importers paid $200 to Oversea shipping companies, and this amount is 
debited to transportation (services acquired from foreigners). No entry 
is made for the $500 of transportation on Homeland ships, since that is a 
transaction between residents. There is a credit to short-term liabilities 
of official and banking institutions, recording the increased deposit 
liability of Homeland banks to Oversea banks. 

(11) Transportation (GS) 200 

O & B short-term liabilities (C) 200 

Although most countries find that f.o.b. reporting of exports involves 
no great difficulties, such is not the case for imports. It is often easier to 
ascertain the value of merchandise as it passes one’s own frontier than it 
is in some foreign port. The port of exit of the exporting country (where 
f.o.b. value is determined) is one’s own port in the case of exports, but a 
foreign port in the case of imports. Therefore, many countries prepare 
their import, transportation, and insurance accounts on a c.i.f. (cost, 
insurance, and freight) basis, including as a debit to imports all costs of 
obtaining the merchandise at the port of entry in their own (the import¬ 
ing) country. 

Let us refer to the illustration of Swedish paper in transaction (10). 
From the British point of view, the f.o.b. value of imports is 2,010 
kronor (which is the same as the f.o.b. value of exports in the Swedish 
balance of payments). The c.i.f. value, however, is 2,022 kronor, including 
the international transportation. (Any insurance cost would also be part 
of the c.i.f. value.) Since the British balance of payments is reported on 
an f.o.b. basis, there would be a debit of 2,010 kronor (or rather its 
sterling equivalent) to imports and a debit of 12 kronor to transportation. 
If the entry was made c.i.f., however, there would be a debit of 2,022 
kronor to imports and no entry in transportation. 

Insurance on International Transportation. Insurance on international 
carriage of merchandise is entered in a goods-and-services account entitled 
“insurance”; it is reported f.o.b. for exports and either f.o.b. or c.i.f. 
for imports, in exactly the same way as transportation. An illustration of 
insurance is omitted from this example, however, because it would merely 
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involve a repetition of principles explained in connection with entries 
(10) and (11). 

Transaction (12). The Homeland embassy spent $214 in Oversea to 
cover its local costs of operation, and Homeland troops stationed in 
Oversea spent $337 in local purchases. The latter amount included all 
official purchases of food and supplies, and in addition the expenditures 
of Homeland soldiers (for amusements, etc.) out of their pay. 

Entry (12). Expenditures by the government of one country in a 
foreign country are entered, in so far as feasible, according to the category 
to which they apply. Thus purchases of merchandise by the government 
of Homeland are entered as merchandise imports. Transportation, travel 
of diplomats, 3 and investment income are also entered in the appropriate 
items. All other government transactions are carried in a separate account 
entitled, “government, not included elsewhere.” 

Entries in “government, not included elsewhere” cover expenditures 
of diplomatic missions abroad, contributions to international agencies, 
military expenditures, and the like. In the present case, $551, or the sum 
of $214 spent for diplomatic reasons and S337 of purchases by the armed 
forces, is debited to this account. The contra-credit records the associated 
decrease in foreign assets (probably bank deposits) of the diplomatic and 
military missions abroad. 

(12) Government, not included elsewhere (GS) 551 

O & B short-term assets (C) 551 

Transaction (13). Diplomatic missions of foreign governments spent 
$172 in Homeland. 

Entry (13). Goods and services of $172 have been provided by residents 
of Homeland to foreign governments; this amount is credited to “govern¬ 
ment, not included elsewhere.” The contra-debit records payment, pre¬ 
sumed to be made from the deposits of foreign diplomatic missions in 
Homeland banks. 


(13) 


O <fc B short-term liabilities (C) 

Government, not included elsewhere (GS) 


172 

172 


In the International Monetaiy Fund’s Balance of Payments Yearbook, 
the item government, not included elsewhere” covers the following 
services (except those entered in other accounts): 

Debit 


1. Services acquired by the domestic government from foreigners 
(either private or government) 

cllm^tLI H P *T tttS * iD J Cluded in the traveI account according to the IMF 
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2. Services acquired by private residents from foreign governments 

Credit 

1. Services provided by the domestic government to foreigners (either 
private or government) 

2. Services provided by private residents to foreign governments 

In the balance of payments published by the Department of Commerce, 
however, only the items labeled (1) above are entered in the government 
account. Thus the Balance of Payments Yearbook includes transactions 
in which either the domestic or foreign government participates whereas 
the Department of Commerce includes only those in which the domestic 
government takes part. In the Commerce classification, therefore, the 
credit in entry (13) would be made to “(private) miscellaneous services” 
rather than to “government, not included elsewhere.” In either the 
Yearbook or the Commerce classification, only transactions of the national 
government are entered; state and local governments are included in the 
private sector. 

Transaction (14). Residents of Homeland provided S71 of miscellaneous 
services to foreigners, and foreigners in turn provided S84 of similar 
services to residents. These amounts consisted of employee and pro¬ 
fessional services, film rentals, the use of copyrights and patents, adver¬ 
tising, real estate rent, and all services not appropriately classified in 
any other goods-and-services account. 

Payment was made by net transfers of $13 to Oversea, in the form of 
increases in Oversea deposits in Homeland banks. 

Entry (14). Services provided to foreigners are credited, and services 
acquired debited, to miscellaneous services. The net payment is credited 
to short-term liabilities of official and banking institutions. 

(14) Miscellaneous services (GS) 84 

Miscellaneous services (GS) 71 

O & B short-term liabilities (C) 13 

Transaction (15). The government of Homeland made cash grants of 
$950 in economic assistance to underdeveloped countries. Furthermore, 
the Homeland Export Bank, an agency of the government, opened a 
$200 line of credit, repayable after five years, in favor of foreign companies 
to help them develop the production of strategic materials needed in 
Homeland. Only $150 of the credit was utilized during 1956, however. 
All monetary transfers took place through the opening of deposit accounts 
in Homeland banks in favor of the foreign recipients. 

Entry (15). The increase in bank deposits of foreigners ($950 for grants 
and $150 of utilized credits) is recorded by a credit of $1,100 to short¬ 
term liabilities of official and banking institutions. The $950 grant is 
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debited to donations—official grants, since a donation made is entered 
as a debit. The SI50 of utilized credit is debited as a long-term asset of 
the Export Bank, an official institution. Only the portion utilized is 
entered in the balance of payments; the opening of a line of credit for 
subsequent utilization is a promise to lend in future years and not a 
transaction of the current year. All claims originally payable in more than 
a year are classified as long-term in the balance of payments. 

(15) Donations—official grants (D) 950 

O & B long-term assets (C) 150 

O & B short-term liabilities (C) 1,100 

Transaction (16). Private persons in Homeland received merchandise 
gifts from foreigners (Christmas presents, food parcels, etc.) valued at $57. 

Entry (16). The acquisition of goods from foreigners is debited to 
merchandise imports. There is a contra-credit to donations—private, to 
record donations received. * 


(16) Merchandise imports (GS) 

Donations—private (D) 

Transaction (17). Residents of Homeland sold $32 of foreign corporate 
securities to foreigners; settlement was made through deposit accounts in 
Homeland banks. 

Entry (17). Residents have sold long-term asset claims against foreign 
corporations; a credit is entered in private long-term assets—portfolio 
securities. Portfolio securities consist of all holdings of stocks and bonds 
for purposes (such as earning interest or dividends, or speculation, etc.) 
other than exercising control over the operations of the issuing corpo¬ 
ration. Payment is recorded by a debit to liabilities of Homeland banks. 

ihus long-term assets have been sold (credit) and short-term liabilities 
decreased (debit). 



(17) 


O & B short-term liabilities (C) 

Private long-term assets—portfolio 
securities (C) 


32 


32 


Transaction (18). Residents of Homeland sold $38 of stocks and bonds 
ot domestic corporations to foreigners. Payment was made through 
deposits in Oversea banks. 6 

Entry ( 18 ). The sale of stocks and bonds of domestic corporations 

forri ‘ w m W liab ( iHty ° f Private residents «*e corporations) to 
foreigners. Holdings of capital stock by residents of one country in 

latter’ ”! “ OT *** considered labilities for the purpose of the 
tter country s balance of payments, even though from a business 

accounts* Con‘ nt V ‘ eW ‘ heyare P ar ? °< net worth rather than liability 
accounts. Consequently there is a credit to private long-term liabilities— 
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portfolio securities. The increase in deposits (of Homeland banks) in 
banks abroad is recorded by a debit to short-term assets of official and 
banking institutions. 

(18) O & B short-term assets (C) 38 

Private long-term liabilities—portfolio securi¬ 
ties (C) 38 

Transaction (19). The government of Homeland sold government bonds 
of S228 on the Oversea investment market, depositing the proceeds in 
Oversea banks. 

Entry (19). The sale of Homeland government securities to foreigners 
is credited as a new official long-term liability. The contra-debit records 
the increase in foreign bank deposits of the government of Homeland. 

(19) O & B short-term assets (C) 228 

O & B long-term liabilities (C) 228 

Transaction (20). Residents of Homeland received interest of $223 
on their holdings of foreign portfolio securities and paid interest of $252 
to foreigners on their holdings of portfolio securities issued in Homeland. 
The net settlement of $29 was made by drawing down deposits of Home¬ 
land banks in Oversea banks. 

Entry (20). Homeland residents provided a service to foreigners by 
lending them funds. The value of this service is measured by the interest 
that foreigners paid. Thus there is a credit of $223 to investment income— 
portfolio securities, a goods-and-services account. Conversely, the lend¬ 
ing by foreigners to residents is a service acquired from abroad; there 
is a debit of $252 to investment income—portfolio securities. The net 
settlement of $29 is credited to short-term assets of Homeland banks, 
which have been decreased. 

(20) Investment income—portfolio securities (GS) 252 

Investment income—portfolio securities (GS) 223 

O & B short-term assets (C) 29 

Transaction (21). Petroleum Products, Inc., a Homeland corporation, 
decided to establish a subsidiary company in Oversea, to develop oil fields 
newly discovered there. It shipped $400 of drilling machinery and other 
equipment abroad and provided the subsidiary with $350 in cash. It 
arranged with the Homeland Bank and Trust Company to transfer the 
cash by a draft drawn on the latter’s account in an Oversea bank. Petro¬ 
leum Products, Inc., then received the entire stock issue of the subsidiary 
company valued at $750. 

Entry (21). Investments involving control by foreigners over the 
productive facilities of an enterprise are known as direct investment 
(as opposed to portfolio securities, in which control is not a factor). 
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Petroleum Products, Inc., acquired full and complete control (within the 
scope of the laws of Oversea) over the operations of its new subsidiary. 
Therefore the stock issue acquired is debited ($750) to private long-term 
assets—direct investment. 

The subsidiary is a foreign corporation. Shipment of $400 of machinery 
and other equipment from the parent company to the subsidiary is 
therefore a resident-foreigner transaction (goods provided to foreigners) 
and is credited to merchandise exports. The transfer of $350 in cash is a 
decrease in foreign deposits of the Homeland Bank and Trust Company 
and is credited to short-term assets of official and banking institutions. 


(21) Private long-term assets—direct investment (C) 750 

Merchandise exports (GS) 400 

O & B short-term assets (C) 350 


Transaction (22). Subsidiaries of Oversea corporations earned $102 on 
their operations in Homeland during the year. Of this, $76 was remitted 
to parent companies and the remainder retained for reinvestment. Re¬ 
mittance was made through a decrease in deposit accounts of Homeland 
banks in their correspondent banks in Oversea. 

Entry (22). The earnings of $102 represent the value of the services of 
capital acquired by Homeland subsidiaries from their parent companies 
in Oversea. Hence $102 is debited to investment income—direct invest¬ 
ment. The remittance of $76 is recorded as a decrease (credit) in foreign 
assets of Homeland banks. The reinvested portion ($26) serves to increase 
the value of Oversea direct investment in Homeland. It is credited to 
private long-term liabilities—direct investment. 


( 22 ) 


Investment income—direct investment (GS) 102 
Private long-term liabilities—direct invest¬ 
ment (C) 26 

O & B short-term assets (C) 7 § 


This manner of recording follows accounting principles employed in 

he International Monetary Fund's Balance of Payments Yearbook. The 

Department of Commerce, however, ignores reinvested earnings and 

enters only payments of interest and dividends. In the official United 

btates balance of payments, therefore, investment income would be 

debited only $76 for this transaction, with contra-credit to short-term 
assets for the same amount. 

i e— srsits: 

of n*™' 23 / Rei "T ted eirnin K= of branch offices are entered in balance 
payments reports as prepared both by the International Monetary 
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Fund and the Department of Commerce. There is a credit to investment 
income—direct investment, for the full amount of the earnings (SI 12), 
with a debit to private long-term assets—direct investment, for the 
undistributed portion ($21). The remittances (S91) are debited to liabilities 
of Homeland banks. 

(23) Private long-term assets—direct investment (C) 21 

O & B short-term liabilities (C) 91 

Investment income—direct investment (GS) 112 

These twenty-three transactions are the only ones in which residents 
of Homeland engaged with foreigners during 1956. Entries are recapitu¬ 
lated in a worksheet in Table 22-1. Table 22-2, prepared on the basis of 
these entries, is the balance of payments statement of Homeland. 

Table 22-2 is divided into three parts—goods and services, donations, 
and movements in capital and monetary gold—corresponding to the 
three variables in the balance of payments equation. Goods and services 
has a credit balance of $1,407, indicating that Homeland has provided 
this amount of gross national product (or inventories) to foreigners in 
excess of acquisitions from them. The net debit of $893 in donations 
indicates that that amount was given to foreigners in excess of donations 
received from them. The net balance on goods, services, and donations 
is $514, credit, which is offset by an equal net debit in the capital and 
monetary gold accounts. 

Goods and services 4 and donations are entered on a gross basis; that 
is, debits and credits are shown separately rather than subtracted one 
from the other. It is important, in analyses of a country’s international 
economic position, to know the amount of its product currently provided 
to foreigners (credit) separately from the amount of foreigners’ product 
currently acquired (debit). A similar distinction between donations made 
and donations received is useful. 

Movements in capital and monetary gold, however, are ordinarily 
reported on a net basis. In the first place, separate statistical information 
on debits and credits is generally not available; net movements in assets 
and liabilities are determined by subtracting the balances at the end of 
the year from those at the beginning. Thus if United States banks had 
deposit liabilities of $1,200,000 to foreigners at the beginning of one 
year and $1,300,000 at the end, the balance of payments would show a 
net credit of S100,000. In the second place, it is questionable whether 
gross reporting of capital movements would add substantially to the 
body of economic information. International transfers of money may or 
may not be associated with significant economic transactions. A domestic 
branch of a foreign company may receive imports from its home office 

* Except nonmonetary gold movement. 



Table 22-1 

Worksheet for Balance of Payments of Homeland, Year Ended 

December 31, 1956 


A. Goods and services: 
Merchandise exports 


Merchandise imports 
Nonmonetary gold movement 
Transportation 
Travel 

Investment income: 

Direct investment 
Portfolio securities 
Government, not included elsewhere 
Miscellaneous 

B. Donations: 

Private 

Official 

C. Capital and monetary gold: 

Private, excluding banking institutions 
Long-term liabilities: 

Direct investment 
Portfolio securities 
Short-term liabilities 
Long-term assets: 

Direct investment 

Portfolio securities 
Short-term assets 
Official and banking institutions: 
Long-term liabilities 
Short-term liabilities 


Long-term assets 
Short-term assets 


Debit 

Credit 


5,000(1) 
3,000 (2) 


500 (3) 
400 (21) 

200 (4) 


57(16) 

150 (6) 


60 (7) 

15(8) 

300 (10) 


200 ( 11 ) 
120 (9) 

102 ( 22 ) 
252(20) 
551 (12) 
84 (14) 


950 (15) 


Monetary gold 
Total 


750 (21) 
21(23) 

500 (3) 


5,000 (1) 
200 (5) 
172 (13) 
32 (17) 
91 (23) 

150 (15) 
3,000(2) 
150 (6) 
300 (10) 
38 (18) 
228 (19) 
__ 60 (7) 


20,223 


112(23) 
223 (20) 
172 (13) 
71 (14) 

57 (16) 


26 (22) 
38 (18) 
200 (4) 


32 (17) 


228 (19) 
3,000 (4) 
15 (8) 
120 (9) 
200 ( 11 ) 
13 (14) 
1,100(15) 

4,000 (4) 
551(12) 
29 (20) 
350 (21) 
76 (22) 
200 (5) 


20,223 


401 
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Table 22-2 

Country of Homeland, Balance of Payments 1956 



Debit 

Credit 

A . Goods and services: 



Merchandise 

7,257 

8,900 

Nonmonetary gold movement (net) 

— 

210 

Transportation 

215 

300 

Travel 

120 

— 

Investment income: 



Direct investment 

102 

112 

Portfolio securities 

252 

223 

Government, not included elsewhere 

551 

172 

Miscellaneous 

84 

71 

Total 

8,581 

9,988 

Net goods and services 


1,407 

B. Donations: 



Private 


57 

Official 

950 

— 

Total 

950 

57 

Net donations 

893 


Net goods, services, and donations 


514 

C. Capital and monetary gold (net): 



Private , excluding banking institutions: 



Long-term liabilities: 



Direct investment 


26 

Other trade in Homeland securities 


38 

Short-term liabilities 


200 

Long-term assets: 



Direct investment 

771 


Other trade in foreign securities 


32 

Short-term assets 

500 


Official and banking institutions: 



Long-term liabilities 


228 

Short-term liabilities 

1,047 


Long-term assets 

150 


Short-term assets 


1,290 

Monetary gold 


140 

Net movement in capital and monetary gold j 

514 



several times a year without making any specific payment. Each receipt 
is, in effect, an influx of direct investment from abroad. During the 
course of the year it may also make several cash payments to the home 
office, covering profit distribution and other items as well as reimburse¬ 
ment’for imports. Each of these payments is an outflow of direct invest¬ 
ment. The net inflow or outflow on all these transactions is usually a 
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more significant variable to the economic analyst than a gross su mm ary 
of the debit and credit entries of which it was composed. 

The tripartite division of a balance of payments statement does not 
bear any implications concerning the cause and effect of specific move¬ 
ments. It should not be supposed, for example, that because goods, 
services, and donations have a credit balance of $514, therefore there is a 
net debit of that amount in the capital accounts. The causation may just 
as easily be reversed, and no group of items may be assumed—without 
further investigation—to record the payment for any other group. Certain 
technical relationships exist because at least two items are involved in 
every transaction, according to the rules of debit and credit. The cause- 
and-effect relationships, however, are a matter of inductive reasoning 
on the part of the analyst. 


PROBLEM 

During 1956 residents of the Country of Starland engaged in the following 
transactions with foreigners. For the sake of simplicity, let us assume that all 
foreigners lived in the Country of Barland. 

(!) Residents of Starland exported $12,000 of merchandise, f.o.b. the port of 
exit in Starland Barland importers paid $11,000 in their own currency to local 
banks, which settled with the exporters by drawing $7,000 on their balances in 
otarland banks and by crediting deposit accounts of Starland banks for $4 000 

Th ;-r m,ng 51,000 had nofc been P aid by the end of the year. 

( 2 ) Residents of Starland imported $9,600 of merchandise, f.o.b. the port of 

2 Ba K a " d ' They paid 59,200 10 Starland banks, which settled with the 
denn??" 3 ^ ^'Tf, 86 ’ 000 on their balances in Barland banks and by crediting 

banks for * 3 ’ 200 - The remaMng * 400 had £ 

settle Pa ! d S3 °° ° f accounts P^ableincurred in 1955. To effect 
settlement Barland banks drew on their deposits in Starland banks. 

(4) Starland importers paid $150 of accounts payable incurred in 1955 To 

5 x te r ’ s r ; andba ^ drew -******-****22 

A -ctaSte ti^den^ BS„r h “ ged $25 ° f merChandiSe f0r 

S40 6 in S SrnH reS ‘ deate 5hi ? pe ^ 830 0f gift parceb 10 Barl “ d - They also sent 
changed *35 U " eI1 f y, of " hlch the recipients in Barland immediately ex- 

in StSanTnotel They hoardpd **• *5 

rece?ve S ci a i r G a o n f„ 1 ' reCeiVed * 55 ° f gift parce,s fr °“ Borland. They also 

(8) The government of Starland donated $1,200 of food and i 

to an area of Barland that b«d ’ 01 Iooa and hospital supplies 

-de on Starland ships at a cost of ,108, 
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(9) The Starland Central Bank purchased S105 of gold from the government 
of Barland, paying for it by check drawn on a Barland bank. 

(10) Dentists and sculptors in Starland purchased SO of gold from mining 
companies in Barland. Starland banks made payment by drawing on balances 
held in Barland. 

(11) The Starland Central Bank sold $4 of gold to private persons in Starland. 

(12) Starland gold mines sold $8 of gold to the Starland Central Bank. 

(13) Starland residents paid $44 to Barland passenger lines and $22 to Starland 
passenger lines for international travel. Payment was made in cash at agency 
offices in Starland. 

(14) Barland residents paid $32 to Starland passenger lines and $18 to Barland 
passenger lines for international travel. Payment was made in cash at agency 
offices in Barland. 

(15) While traveling abroad, Starland residents purchased $84 of goods and 
services, which they paid for by cashing travelers’ checks issued in Starland. 

(16) While traveling in Starland, Barland residents purchased $36 of goods 
and services, which they paid for by cashing travelers’ checks issued in Barland. 

(17) Starland importers paid $205 to Starland carriers and $410 to Barland 
carriers for transportation of imports. Starland banks effected the necessary 
foreign exchange payments by crediting the deposit accounts of Barland banks. 

(18) Barland importers paid $320 to Barland carriers and $285 to Starland 
carriers for transportation of imports. Barland banks effected the necessary 
foreign exchange payments by drawing on balances held in Starland. 

(19) In addition to all merchandise and transportation transactions reported 
above, Starland exporters sold merchandise to residents of Barland at a price of 
$1,050, including all transportation. They then paid $45 to Starland carriers and 
$38 to Barland carriers to ship the merchandise from the port of exit of Star- 
land across the ocean to the Barland port of entry. All international payments 
were made in Barland currency; that is, Barland banks settled the $1,050 of export 
value by crediting the accounts of Starland banks with this amount, and Starland 
banks settled the S38 payment to Barland carriers by drawing on their balances 
in Barland banks. 

(20) The Barland embassy and consular offices spent S635 in Starland, which 
they paid by check on their accounts in Starland banks. 

(21) The Starland army stationed abroad paid its troops S410 wages in Star- 
land currency notes. They sent $125 of this amount to their families in Starland, 
exchanged the remainder for local currency’ at Barland banks, and spent it. 

(22) Residents of Starland provided $82 of miscellaneous services to foreigners; 
and foreigners in turn provided $77 of miscellaneous services to residents of Star- 
land. Payment was made by net transfers of S5 from Barland to Starland, in the 
form of net increases in Starland bank deposits in Barland banks. 

(23) Residents of Starland purchased S228 of foreign corporate securities and 
$114 of securities of Starland corporations from residents of Barland. Payment 
was made through the facilities of the banking system, with Starland banks 
drawing on their accounts in Barland. 

(24) The government of Starland redeemed $178 of its bond issue held by 
residents of Barland. It paid by check on its deposit in the Barland Central Bank. 
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(25) The government of Barland made a $50 payment in gold on a long-term 
loan it had drawn some years previously from the Central Bank of Starland. 

(26) Residents of Starland received interest of $311 on their holdings of 
corporate securities of Barland and $18 interest on their holdings of Barland 
government bonds. Barland banks arranged settlement by drawing on their 
deposits in Starland banks. 

(27) Business corporations in Starland invested $390 of machinery and equip¬ 
ment and $210 of cash in their subsidiaries and branches in Barland. The cash 
was transferred by Starland banks through their deposits in Barland banks. 

(28) Foreign subsidiaries of Starland corporations earned profits of $319 during 
the year, of which they paid $180 in dividends through Barland banks, which 
drew on their deposits in Starland banks. 

(29) A Barland corporation sold its subsidiary in Starland to a Starland 
corporation, which made payment by issuing S510 of its own common stock. 

(30) Branches in Starland of Barland corporations earned S78 in profits none 
of which was remitted. 

Directions 

Using the classifications adopted by the International Monetary Fund in its 

Balance of Payments Manual, prepare the balance of payments statement of 
Starland for 1956. 



CHAPTER 23 


BALANCE OF PAYMENTS ACCOUNTING: III. SOME 

FURTHER CONSIDERATIONS 


RESIDENCE 

In the International Monetary Fund’s Manual, the balance of pay¬ 
ments is defined as “a systematic record of all economic transactions 
during the period between residents of the reporting country and residents 
of other countries, referred to for convenience as foreigners.” 1 If this 
definition is to make sense, it is necessary to have a clear-cut concept 
of who is a resident and who is not and to apply this concept equally to 
the national product and balance of payments accounts. 

In most cases the resident or foreign status of transactors presents no 
difficulty. A person generally associated with a country is included among 
its residents, and his association may be based on fairly simple criteria: 
where he lives, where he works, what language he speaks, what his 
citizenship is, and the like. These are all factors in deciding whether a 
man is an Italian or a Swede, an Indian or a Chinese, and so forth. But 
in some cases the question is not so easy. A Dutch citizen may have 
lived all his life in Indonesia, an army major may not have seen his own 
country in many years, or an ambassador’s children, educated abroad, 
may never have been in the country of their citizenship. Of course, 
transactions of these persons may be so minor that only a negligible 
difference results from including or excluding them; but the treatment 
of groups, such as diplomatic personnel abroad or an army overseas, 
may have significant effects. The question looms large also in the case of 
corporations, particularly where a foreign-owned company or group of 
companies makes substantial contributions to a country’s trade or income. 
Should a petroleum company operating in Venezuela, but almost 100 
per cent owned by an American corporation which controls its manage¬ 
ment and policies, be considered a resident of the United States or of 
Venezuela? 

The definition must be flexible. If residence is rigidly defined in terms 

1 International Monetary Fund, Balance of Payments Manual, Washington, 1950, 

p. 1. 
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of certain criteria, such as place of abode, citizenship, location of em¬ 
ployer, etc., we are likely to find certain persons or groups who do not 
meet one of the criteria, but whose inclusion would nevertheless suit 
the purposes of most balance of payments users. Thus the definitions 
employed by both the Department of Commerce and the International 
Monetary Fund are stated in general terms but supported by a body of 
“common law” decisions in specific cases. The Department of Com¬ 
merce defines residents as generally including “the government and all 
its agencies and subdivisions, local and provincial, corporations organized 
under local laws (but not their foreign subsidiaries or branches), and 
individuals ‘ordinarily’ residing in the country.” 2 

The International Monetary Fund’s definition involves only one 
broad criterion. An individual’s residence is where his “center of interest” 
lies. 3 Citizens of a country who live there permanently obviously have 
their center of interest at home. Diplomatic representatives, members of 
the armed forces, students, and patients undergoing medical care abroad 
are not considered to have shifted their center of interest and therefore 
remain residents of their home countries. On the other hand, a business¬ 
man who is indefinitely employed in another country and who establishes 
his home there is considered to have shifted his residence, even though 
he does not change his citizenship. Although his center of interest is 
divided, it is considered to be preponderantly in the new country He 
may educate his children in the country of his origin and may be more 
interested m its politics than in those of his new home. However, economic 
factors weigh more heavily in the decision, including his participation 

ie JT dU< l VG pr0ce f ses of Ws new country, perhaps in collaboration 
with others whose residence there cannot be questioned. He purchases 

affect C T SU r Ptl ° n g °° dS ° n the IOCaI market ’ and Ws activities are 
affected by local pnce movements and other economic considerations 

and o G ther TnTt ^ * C ° Untl ? “ d ^ agencies > and P^ate corporations 

residents r in^^nftti 0nS l ° perat . ing ^' rithin home territory, are defined as 
esidents. International agencies, however, are considered parts of world 

areas outside national boundaries. There would be little logic in excluding 

StTti d h S ai a S tranSactlons ™ th the International Bank from the United 
tates balance of payments while including those of Italy in the Ttelinn 

-“Ply because the Bank's home office Tappens to be in 

c^-isrr.952 o , f pprr ' Ba,an - ° fPaym *»*—«*>«. ^ * 

* Balance of Payments Manual, pp. 1-2, 
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national agencies.” 4 A direct investment company (e.g., subsidiary or 
branch of a foreign enterprise) is considered resident in the country of its 
operations rather than ownership, since its productive activities make it 
an integral part of the former country’s economy. 


GOLD AND FOREIGN EXCHANGE RESERVES 


Among the most widely publicized indicators of a country’s balance 
of payments position are the level of its gold and foreign exchange 
reserves and the direction in which they are moving. Reserves are 
intended to bridge the gap between a country’s international require¬ 
ments and the amount of foreign exchange it is able to obtain through 
ordinary channels to cover them. The minimum adequate level differs 
with different countries, depending on such factors as the extent to which 
they participate in international trade, the likelihood of quick changes in 
the terms of trade, relative elasticities in their supply and demand 
schedules vis-it-vis foreigners, and the like. 

Despite general agreement on their role in a country’s economy, there 
is no hard and fast rule as to which items constitute reserves in a country’s 
balance of payments. Even the International Monetary Fund’s precise 
definition is not ordinarily adaptable to general economic analysis: • 
“A member’s monetary reserves means its net official holdings of gold, 
of convertible currencies of other members, and of the currencies of such 
non-members as the Fund may specify. The official holdings of a member 
means central holdings (that is, the holdings of its Treasury, central 
bank, stabilization fund, or similar fiscal agency).” The articles further 
elaborate the meaning of holdings of other official institutions and 
convertible currency and state that currency liabilities to central financial 
institutions of other countries are to be deducted from reserves. 8 

The IMF definition meets the need for precision of measure in cases 
where legal actions depend on movements in a country’s reserve level. 
For example, the extent to which its monetary reserves have increased 
during the year is one of the criteria determining the amount of its 
currency that a “borrowing” member must repurchase from the Fund. 
Obviously, an acceptable definition of reserves must be determined in 
advance. But the economist is not bound to use this definition in his 

balance of payments analyses. . 

A country’s gold and foreign exchange reserves consist of liquid assets 

readily available to the monetary authorities for the settlement of 
international economic transactions. Since some assets are more readiy 
available than others, the definition of reserves is a relative one, and the 


* Ibid., p. 2. „ , . 

5 Articles of Agreement of the International Monetary Fund, Art. 


XIX. 
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inclusion or exclusion of a particular item must be based on the purpose 
of the definition rather than any set of absolute criteria. Some assets, 
such as monetary gold, are part of reserves for all purposes. Others, such 
as sterling balances, may be used under certain circumstances and in 
transactions with certain areas only. Blocked accounts may sometimes 
be used for purchases of goods and services but not for capital payments. 
Swiss francs are not equally convertible to all holders. The extent to 
which they may be spent in world markets depends on the country that 
holds them and the circumstances under which they were acquired. 

In addition to monetary gold, most countries (not including the United 
States) consider official holdings of U.S. government securities and 
deposits in United States banks as part of their reserves. In countries 
where exchange control is practiced, dollar holdings of banks also should 
ordinarily be treated as part of reserves, because they move at the dis¬ 
cretion of the exchange authorities. Dollar holdings of private persons 
and institutions other than banks, however, are not part of reserves, 
because they are not generally available to the monetary authorities 
for settlement of international transactions. In the Balance of Payments 
Yearbook , a distinction is made in official and banking short-term liabili¬ 
ties between those owed to official and banking institutions abroad and 
those owed to private persons. Thus movements in foreign dollar reserves 
may be studied in the United States balance of payments. Banking 
deposit liabilities to foreign private individuals and institutions may be 
excluded from dollar reserves of the rest of the world, but those to 
foreign official and banking institutions should be included. 


BALANCE OF PAYMENTS SURPLUS AND DEFICIT 

Economists and statisticians are often prone to measure a country’s 

balance of payments surplus or deficit in terms of movements in its 

reserves. This may be done by entering reserves (however they may be 

eined) as a residual item, affected by movements in all the other 
accounts. 

In Table 23-1, all items except reserves are entered above the line 
indicating surplus or deficit. Credits in these items-e.g., goods and 

cwTr r ° Vlded t0 f I ° reign ? rs ’ donations received, inflows of long-term 

tributini m t CreaSeS i m ha , b ! ht, f s or decreases in assets)—are factors con- 

c Ldite bv S 4 , Ur l US ’ 'r h,le J le (; bits s “ btr “‘ fr °™ it- Since debits exceed 
credits by 841, there is a deficit of this amount. However debits and 
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have been associated with a donation made (debit) instead of an increase 
in reserves (debit)—nevertheless the movements in a country’s reserve 
position must be studied with reference to the balance of payments 
accounts affecting it, and this presentation is therefore a useful one. It is 

Table 23-1 

Balance of Payments with Surplus or Deficit Equal to Movement 

in Reserves* 

Goods and services: 

Exports 500 

Imports —600 

Services (net) — 50 —150 


Donations: 

Received 

Made 

Net balance on goods, services, and donations 
Capital movements (except reserves): 


Long-term assets (increase —) 

- 60 


Long-term liabilities 

55 


Private trade accounts 

12 

7 

Net Deficit ( —) 


- 41 

Decrease in reserves 


41 


* No sign indicates credit; minus sign indicates debit. 

analogous in accounting technique to the statement of member-bank 
reserves and related items, which was discussed in Chapter 13. In that 
statement movements in member-bank reserves (deposits with Federal 
Reserve banks) are described in terms of their contra-entries in the 
Reserve bank statement of condition, just as movements in inter¬ 
national reserves are here described through their contra-entries in the 
balance of payments. 

The surplus or deficit so derived, however, does not in itself measure 
underlying tendencies to strengthen or weaken a country’s reserve 
position. In the first place, any particular year may involve extraordinary 
occurrences that do not indicate persistent trends. In the second place, 
many countries have, in the postwar years, received intergovernmental 
loans or grants that were intended to forestall serious reserve losses. 
For example, in 1946 and 1947 the United States government advanced 
over three billion dollars to the British Treasury to meet a “dollar 
crisis” in the United Kingdom, but the resulting increase in reserves was 
not related to any change in the underlying economic situation. A 


115 

- 13 102 

- 48 
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country can hardly be said to be in balance of payments surplus if a 
persistent increase in its reserves is made possible only by grants and 
loans from abroad whose sole, or major, purpose is to strengthen those 
reserves. 

It was this factor that led the International Monetary Fund to publish 
a new concept of surplus or deficit in the first four volumes of its Balance 
of Payments Yearbook. All intergovernmental assistance rendered spe¬ 
cifically to meet a deficiency of domestic production, as compared with 
requirements for consumption, investment, and government expenditures, 
was excluded from movements contributing to surplus or deficit and 
considered (together with reserve movements) as means of covering it. 
Items in this group became known as “compensatory official financing.” 

Let us suppose, in the statement presented in Table 23-1, that $100 of 
the $115 donations received was obtained as economic assistance from 
another government (e.g., the United States) in order to forestall a 
dangerous loss in the country’s reserves, and that $35 of the $55 increase 
in long-term liabilities represents loans received from abroad for the 
same purpose. These donations and credits are thus similar to the British 
loan and certain other economic assistance rendered by the United States 
and Canada in the early postwar years. Since they did not occur in 
response to autonomous economic forces, they should not be considered 
in the same light as exports, private capital inflows, and other items that 
contribute to the country’s surplus (or subtract from its deficit). Instead, 
like movements in reserves, they cover the deficit. Thus the deficit on 
autonomous items becomes S176 instead of $41, and the balance of 
payments appears as in Table 23-2. 


The concept of compensatory official financing is valuable in analyzing 
a country’s balance of payments, but, like reserves, it is difficult to 
measure with absolute statistical precision. In the first place, mixed 
motives may underlie government grants and credits. They may be 
extended partly in consideration of a balance of payments deficit and 
partly for “autonomous” reasons as well. Suppose a country (other than 
the United States) wishes to refund a domestic loan or finance a govern¬ 
ment budgetary deficit. It floats a security issue in New York, partly 
because interest rates are lower there than at home and partly to obtain 
adffitional dol ar reserves. If the former were the sole reason for selecting 
the New York market, the transaction would be autonomous. If the 
alter, it would be compensatory. In the second place, the classification 
frequently a subjective one, depending on the opinion of the analyst. 

a F : —V Wa5 UNRRA aid e iven solel y ^ feed people in starving 

hLt?iffi ° n ° mOUS transaction ) or because their countries did not 
have sufficient reserves to purchase foodstuffs from abroad (a compensa¬ 
tory transaction)? Compensatory official financing has been oStted 
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beginning with Volume 5 of the Fund's Balance of Payments Yearbook, 
but each item in the statements is presented with sufficient explanatory 
information so that the reader may determine for himself the extent to 
which it influences or was dictated by the country’s balance of payments 
position. 

Table 23-2 

Balance of Payments with Surplus or Deficit Equal to Compensatory 

Official Financing* 

Goods and services (autonomous): 


Exports 

500 


Imports 

-600 


Services (net) 

- 50 

-150 

Autonomous donations: 

Received 

15 


Made 

- 13 

2 

Net balance on goods, services, and autonomous donations 


-148 

Autonomous capital movements: 

Long-term assets (increase —) 

- 60 


Long-term liabilities 

20 


Private trade accounts 

12 

- 28 

Net Deficit (-) on autonomous items 


-176 

Compensatory Official Financing: 

Donations received 

100 


Loans received 

35 


Decrease in reserves 

41 


Total 


176 


* No sign indicates credit: minus sign indicates debit. 

No accounting surplus or deficit, however defined, can in itself measure 
a country’s over-all balance of payments position as this term is ordinarily 
understood by economists. A country is said to be in a weak balance of 
payments position if, with generally prosperous business conditions and 
complete freedom on the part of its residents to engage in transactions 
with foreigners and exchange currency with them, there is a persistent 
tendency for it to lose reserves. Of the conditions and variables implicit 
in this definition, only the loss of reserves can be perceived in the balance 
of payments accounts. By a deflationary fiscal and monetary policy, the 
government may curtail the reserve losses at the expense of employment 
and industrial stability. The balance of payments deficit is diminished 
but another evil has been substituted, and one can hardly say that the 
basic problem has been solved. 

A persistent budget deficit on the part of a government may lead to 
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weakness in the balance of payments position. The creation of new 
money to pay for excess expenditures may cause high prices, a deterrent 
to foreign buyers, and exports will slump. At the same time, relatively 
cheaper goods abroad act as a stimulus to imports. As a result, reserve 
losses (or other compensatory financing) are likely, and a balance of 
payments deficit will appear. However, if the inflation is suppressed by 
price controls and rationing, the outflow of reserves may be held in check. 
While no deficit is realized in the balance of payments, the problem has 
not been solved but only translated into a different form—rationing— 
which is also undesirable. 

Finally, a balance of payments deficit may be checked by direct 
restrictions on transactions with foreigners, either through rationing of 
foreign exchange or through import quotas, requirement of travel 
authorizations, and the like. By forbidding transactions that would other¬ 
wise constitute a drain on reserves, a government may cause a deficit 
to disappear from the balance of payments accounts, but other hardships 
have been created in its place. 

Thus there is a variety of means by which the balance of payments 
may be made to show a surplus without a solution of the underlying 
problem, but they all have undesirable impacts on other spheres of 
economic life. An analysis of a country’s international economic position 
involves, therefore, not only a study of the balance of payments statement 
with a sensible interpretation of all the movements it reflects, but also 
an inspection of the country’s exchange and trade laws, its national 
income and product accounts, its fiscal, monetary, and credit policies, 

movements in its prices, unemployment figures, and other variables of 
economic significance. 


ERRORS AND OMISSIONS 

In the preparation of balance of payments statements it is ordinarily 
impossible to relate debits to their contra-credits, since data are compiled 

^ erSe S ° UrCeS - F ° r exampIe > merchandise exports may be reported 
y the Customs Bureau, while movements in short-term capital to pay 
or them are ordinarily derived from commercial bank reports It often 
Happens that transactions are omitted entirely from even the most com¬ 
prehensive and cleverly conceived reporting system. In addition debits 

vice versa, so that 

Thp ° f payme ” ts 18 not onl y incomplete but out of balance as well 

cr a f nd - inserted to record the net debit or 

credit necessary to force a balance in the accounts. 

Since errors and omissions are entered on a net basis their size Hop* 
not indicate the extent of accuracy in balance of payment "atemente 
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Omission of both sides of a transaction has no net effect on errors and 
omissions. Rather, it is affected only when (1) a debit is entered in its 
proper place and its contra-credit omitted, (2) a credit is entered and 
its contra-debit missed, (3) half an entry has been incorrectly recorded 
and the other half correctly, or (4) both halves have been incorrectly 
recorded, but the errors do not offset each other. Thus large debit omis¬ 
sions may be offset by equally large credit omissions, and errors may 
likewise cancel each other’s effects. 

REGIONAL STATEMENTS 

Transactions between residents and foreigners the world over are 
reported in global balance of payments statements. In many economic 
studies, however, regional breakdowns are essential. Thus a researcher 
interested in the British dollar problem would refer to the bilateral 
statement showing transactions of United Kingdom residents with dollar 
countries separately from those with other areas. The United States 
balance of payments is also reported both globally and regionally. The 
regional statement shows transactions of United States residents sepa¬ 
rately with Western European countries, their dependencies, Eastern 
European countries, Canada, Latin-American republics, all other coun¬ 
tries, and international institutions. In addition, there is a separate 
statement on transactions with the sterling area, in which the United 
Kingdom, other Western European countries (Iceland and Ireland), U.K. 
dependencies, and all other sterling countries are entered separately. 
Regional and global statements are usually presented together, through 
a “total” (global) column followed by a series of regional columns in 
the same table. 

Transactions are allocated among regional columns according to two 
separate principles, and this fact gives rise to an accounting complication. 
Goods, services, donations, and long-term capital movements are allo¬ 
cated to the region in which the foreign transactor is resident. Thus a 
United States export to a resident of Bolivia is entered as a credit to 
merchandise in the “Latin-American republics” column of the regional 
United States statement. Short-term capital movements, however, are 
allocated according to the area against which the asset claim is held or to 
which the liability is owed. 

Let us suppose that an Australian exporter sold £500 of wool to a 
British importer, against payment in sterling. In the Australian balance 
of payments the export is allocated regionally to the United Kingdom, 
because that is the residence of the foreign transactor. The movement in 
short-term assets (sterling claims) is also allocated to the United King¬ 
dom, not because the foreign transactor (the importer) is resident there 
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but because the claim is held against a British resident (the Bank of 
England). The transaction is recorded in Table 23-3. 


Table 23-3 

Sample Regional Balance of Payments of Australia 



United Kingdom 

Other countries 

Dr. 

Cr. 

Dr. 

Cr. 

Exports 

O & B short-term assets 

500 

500 




Let us now suppose that the Australian exporter sold £500 of wool to 
an Indian importer against payment in sterling. The export is allocated 
regionally to India, because that is the residence of the foreign transactor. 
The movement in short-term capital, however, is still allocated to the 
United Kingdom, because the claim (a sterling balance) is exercisable 
against the Bank of England. The transaction is recorded (in part) in 
Table 23-4. 


Table 23-4 

Sample Regional Balance of Payments of Australia 



United Kingdom 

-_i 

India 

Other countries 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Exports 

O <fc B short-term assets 

500 



500 




Allocation of the short-term capital movement to the United Kingdom 
column is necessary if the statement is to present movements in Aus¬ 
tralia s sterling balances in a useful way. If short-term claims were 
allocated according to transactors, there would be no separate item in 
the statement to record movements in official dollar balances, or sterling 
balances, or other short-term assets and liabilities according to currency 

called 0 n°,f e 1 a balEnCe in each set of re K ional columns, an item 
led multilateral settlements" is inserted as a credit in the United 

Kingdom column and a debit in the India column. The regional state¬ 
ment then appears as in Table 23-5. 

Multilateral settlements is more than a balancing item, however It 

th“ eausas^f Sig “ fiCanCe ? WeU ' For «p£~ onelXdying 

the causes of an mcrease m Australia's sterling balances. He look to 
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the U.K. column and notes whether Australia exported directly to the 
United Kingdom, whether long-term capital movements were involved, 
or whether sterling was earned through multilateral settlements. The 
credit to multilateral settlements means sterling balances were acquired 


Table 23-5 

Sample Regional Balance of Payments of Australia 



United Kingdom 

India 

Other countries 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Exports 

Multilateral settlements 

O & B short-term assets 

500 

500 

500 

500 




through transactions with third countries; and a glance across the line 
(to the India column) reveals the area with which the transactions took 
place. 

Thus multilateral settlements occur whenever a transaction between 
residents of two countries is settled in the currency of a third. They may 
also consist of exchanges of currency in which no transaction in goods 
and services is involved. Let us suppose a Venezuelan bank transfers 
S200 of dollar assets (claims against a New York bank) to a resident of 
the United Kingdom (perhaps in exchange for sterling). In the United 
States accounts liabilities to Venezuela are decreased and those to the 
United Kingdom increased, even though United States residents have not 
participated in the transaction at all. In the United States balance of 
payments the regional movement in short-term liabilities is offset by an 
entry in multilateral settlements, as in Table 23-6. 


Table 23-6 

Sample Regional Balance of Payments of United States 



Venezuela 

United Kingdom 

Other countries 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Multilateral settlements 

O & B short-term liabilities 

200 

200 

200 

200 




Multilateral settlements are sometimes reported as a series of items, 
depending on the currency in which the transaction took place. Let us 
suppose that the United Kingdom sold £1,000 of merchandise to Sweden 
for payment in Swiss francs and £500 to Colombia for payment in dollars. 
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At the same time, a United States resident purchased £200 of sterling 
from a Swiss bank. 

Three different multilateral settlements are involved, which we shall 
consider from the point of view of the U.K. balance of payments. In 
the first place, the sale to Sweden is associated with an increase in asset 
claims against Switzerland; it is a multilateral settlement in Swiss francs. 
In the second place, the sale to Colombia is associated with an increase 
in asset claims against the United States; it is a multilateral settlement 
in dollars. In the third place, sterling—which is a liability of the United 
Kingdom—has been transferred (without any participation of a U.K. 
resident in the transaction) from a Swiss resident to an American. This 
is a multilateral settlement in sterling liabilities. The regional balance 
of payments appears as in Table 23-7. 


Table 23-7 

Sample Regional Balance of Payments of the United Kingdom 



Sweden 

Switzerland 

Colombia 

U nitcd 
States 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Exports 


1,000 




500 



Multilateral settlements: 









In Swiss francs 

1,000 



1,000 





In dollars 





500 



500 

In sterling liabilities 




200 



200 


0 4 B short-term assets 



1,000 




500 


0 & B short-term liabilities 



200 





200 


The following facts should be noted in the above table: (1) that exports 
are allocated according to the country of the foreign transactor, (2) that 
increases (debits) in Swiss franc and dollar shorUterm assets are allo¬ 
cated to Switzerland and the United States, respectively, (3) that there 
is an entry in short-term liabilities recording the decrease (debit) in 
sterling balances owed to Switzerland and the increase (credit) in those 
owed to the United States, (4) that the regional accounts are balanced by 
entries in multilateral settlements designated according to the currency 
m which the transactions took place, and (5) that debits and credits are 
equa 1 on each of the “multilateral settlements” lines. Thus multilateral 

paym^ntf 8 * balanCG ° Ut t<5 zero in the total > or global, balance of 

Jd-nTlrr 1 V , al " e ,° f data °" settlements is particularly 

Vivid in a study of sterling area transactions. For example, a condensed 
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version of the United Kingdom’s regional balance of payments statement 
for 1950 appears in Table 23-8. 

Table 23-8 
UNITED KINGDOM 

Regional Balance of Payments Statement, 1950 
(In millions of pounds sterling) 



Sterling 

area 

Dollar 

area 

Continental 

OEEC 

countries 

All 

others 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Balance on goods, services, dona¬ 









tions, and long-term capital 
movements 


94 


266 


40 



Multilateral settlements: 









In gold and dollars* 

302 



310 

7 


1 


In sterling liabilities 

Official and banking institutions: 

179 





119 


60 

Short-term assets: 









Gold and dollars 

Other 



576 


108 




Short-term liabilities: 









Sterling balances 


387 



44 


59 



* “ Gold transactions are not available separately. The total net movement in gold 
holdings has been attributed to the dollar area, and gold transactions by areas have 
been included with multilateral settlements in dollars.” 

Source: Adapted from International Monetary Fund, Balance of Payments Year¬ 
book, vol. 3. 

The year 1950 was one of prosperity for countries in the outer sterling 
area. Owing to the outbreak of the Korean war and skyrocketing prices 
of their raw materials, they accumulated large dollar balances which they 
turned over to the common sterling area pool in London. Although the 
United Kingdom had a credit balance of £94 million on goods, services, 
donations, and long-term capital movements with the rest of the sterling 
area, nevertheless its sterling liabilities to that area increased (also 
credit) £387 million. This increase in liabilities was partly in payment 
for £302 million worth of dollars surrendered to London (multilateral 
settlements in dollars). In addition, the outer sterling area earned a net 
amount of £179 million of sterling through transactions with other areas. 
By looking across the line, one can determine that £119 million of this 
came from transactions with continental OEEC countries 6 and £60 

a OEEC indicates Organization for European Economic Cooperation. It was 
initially formed by European countries participating in the Marshall Plan. 
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million with others. Like the dollar area, manufacturing countries of 
Europe were importing raw materials from the outer sterling area. 
Whereas the dollar area made payment in dollars, the European countries 
paid largely in sterling. 

Following is a summary explanation of movements in sterling liabilities 
of the United Kingdom to the outer sterling area in 1950 (in millions of 
pounds), adapted from the sterling area columns in Table 23-8: 


Liabilities to the outer sterling area were increased because of: 


1. Deposits of gold and dollar earnings by the outer sterling area into the central 
pool 

2. Sterling earned by the outer sterling area on account of transactions with 
nonsterling countries 

Total 

They were decreased because of transactions in goods, services, donations, 
and long-term capital movements between the outer sterling area and the 
United Kingdom 
Therefore, the net increase was 


£302 

170 

£481 

_94 

£387 


Let us turn to the dollar area columns. Here it is seen that the United 
Kingdom had a credit balance of £266 million (of which £259 million, 
not shown separately in the summary statement above, was due to 
economic assistance in the form of loans and grants) on goods, services, 
donations, and long-term capital movements. Nevertheless, gold and 
dollar holdings increased £576 million. The difference was received from 
third countries: £302 million from the outer sterling area, as already 
explained, and minor amounts from other countries. 

Although the United Kingdom had a credit balance of only £40 million 
to continental OEEC countries on account of goods, services, donations, 
and long-term capital movements, its sterling liabilities to them decreased 
(debit) £44 million, and in addition it acquired short-term asset claims 
against them (also debit) of £108 million. This improved short-term 
position is explained by the fact that these countries spent a net amount 
of £119 million in sterling purchases from the outer sterling area, 
partly offset by a sale of £7 million worth of dollars to the United 
Kingdom. 

Accounting for multilateral settlements is ordinarily possible only 
when reliance is made on exchange control records, through which 
governments keep track of movements in their gold and foreign exchange 
reserves. Since the United States does not practice exchange control, it is 
impossible to compile separate figures on multilateral settlements. 
Foreigners may transfer dollar balances among themselves 'without any 
knowledge of the Department of Commerce. Like errors and omissions, 
multilateral settlements are determined on a residual basis in the United 
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States regional statement. Thus the difference between recorded debits 
and credits for any region is labeled “Net errors and omissions and multi¬ 
lateral settlements.” 


TERMINOLOGY AND FORM 

Position of Debits and Credits. Largely by accident of history, balance 
of payments statements have traditionally been presented with credits 
in the left-hand column and debits in the right. This is the reverse of 
conventions adopted in both business and national income and product 
accounts. In order not to confuse the student with inconsistent practices, 
debits have been entered on the left and credits on the right in this book; 
and it is the author’s hope that this convention will some day be adopted 
by balance of payments compilers. 

Minus Signs for Debits. Where, for conservation of space, it is neces¬ 
sary to present a balance of payments in a single column, it has been 
customary to label debits with a negative sign, leaving credits with no 
sign. A condensed balance of payments in this form reads as follows: 


Exports of goods and services 500 

Imports of goods and services —600 

Net donations received 200 

Net balance on goods, services, and donations 100 

Capital movements (e.g., gold and foreign exchange) —100 


Though this form provides a practical presentation where a series of 
columns is necessary (either because of a regional statement or because 
several years are shown side-by-side), nevertheless it is somewhat con¬ 
fusing to the uninitiated. In the above example, monetary gold and 
foreign exchange assets have increased (debit), and the lay reader may 
therefore be perplexed by the negative sign. Reversal of the signs—to 
write credits as negative and debits as positive—would not answer the 
dilemma, because an increase in a liability would then be labeled negative. 

Current Account. In many published balance of payments statements 
goods, services, and donations are grouped under the heading “current 
account,” as opposed to the “capital account,” which includes movements 
in capital and monetary gold. The word “current” has many meanings 
in accounting and economic literature. Sometimes it describes assets and 
liabilities that are normally liquidated in the ordinary course of business 
operations. At other times it distinguishes consumption expenditures 
from investment. It often labels a transaction that occurs many times 
over as opposed to a once-for-all payment. In that sense “recurrent” 
would be more appropriate. 
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The balance of payments usage of “current account” is apt to be 
misleading to one accustomed to employing “current” in some of its 
other senses. For example, all exports are “current” because they are 
part of the “current account.” However, an enterprise exporting machin¬ 
ery for investment in a subsidiary abroad may be said, in another sense, 
to engage in a “capital” rather than a “current” transaction. All 
donations are included in the “current account,” but a gift of securities 
may be interpreted as a transfer of capital. Because of these ambiguities, 
the term current account” has been omitted from balance of payments 
chapters in this book. It is interesting also to note that beginning with 
Volume 5 of its Yearbook (in 1954), the International Monetary Fund 
dropped “current account” from its balance of payments vocabulary. 

Receipts” and “Payments.” In some balance of payments statements, 
the words “receipts” and “payments” substitute for credit and debit, 
respectively. Thus exports of goods and services, and donations received, 
are called “receipts,” while imports of goods and services and donations 
made are labeled “payments.” This habit comes from the impression 
that the balance of payments is what its name implies: a statement of 
receipts and payments and their net balance. If that were the case, all 
recorded transactions in goods, services, and donations would be asso¬ 
ciated with receipts or payments of monetary balances. 

In fact, however, the balance of payments includes transactions in 
which no receipt or payment is involved. A parent company may export 
machinery for direct investment in its subsidiary abroad and there is 
no monetary movement. When the U.S. government donates military 
equipment to foreign countries, there is an export, but hardly a receipt 

Consistent use of the terminology “receipts” and “payments” further¬ 
more results in anomaly in the capital accounts. An increase in short- 

< ( < deblt) mUSt be labeIed a “Payment,” while a decrease 
(credit) is a receipt.” Many a student of international trade has been 

perplexed by this twisting of words, and many more have doubtless 
misinterpreted statements using them. In its Balance of Payments Year- 
6oo&, the International Monetary Fund writes in terms of “debit” and 

th„ r t rath ! r tHan “ Payments ” and Receipts,” and it is to be hoped 
that economists in general will follow this example. P 


PROBLEMS 


Problem 1 


Of's a ta P ta 1 re°c ld T -T? ***« ° f iUte * "*»«* 
sterling area doliar poo, in London, ” 



Balance of Payments Chart for Problem 1 
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Directions 

Copy the chart on page 422 on a separate piece of paper, and fill in the spaces 
so that the balance of payments entry is presented on a regional basis for each of 
the three countries concerned. For the sake of simplicity, prepare all entries in 
pounds sterling. 

Problem 2 

Following is a condensed version of the regional balance of payments statement 
of the United Kingdom for the years 1951 and 1952. 


UNITED KINGDOM 
Regional Balance of Payments, 1951* 
(In millions of pounds sterling) 



Dollar 

area 

Other 

western 

hemi¬ 

sphere 

OEEC 

and 

depend - 1 
encies 

Sterl¬ 

ing 

area 

Other 

and 

unallo¬ 

cated 

Total 

1. Goods, services, and dona¬ 
tions 

-372 

8 

-202 

306 

- 96 

-356 

2. Private capital movements 

- 7 

25 

- 62 

-143 

- 74 

-261 

3. Long-term capital movements 
of official and banking 
institutions 

- 46 


1 


- 9 

- 54 

4. Total of items 1 to 3, inclusive 

-425 

33 

-263 

163 

-179 

-671 

5. Short-term capital move¬ 
ments of official and banking 
institutions: 

Liabilities 

- 41 

1 

180 

69 

11 

210 

Assets (including monetary 
gold) 

344 


117 


461 

6. Multilateral settlements: 

In gold and dollars 

122 

- 1 

38 

-181 

22 


IMF sales of sterling 

— 

-10 

— 


10 


Other 

— 

-23 

- 72 

- 41 

136 

— 

7. Total of items 5 and 6 

425 

-33 

263 

-163 

179 

671 


•International Monetary Fund, Balance of Payments Yearbook, vol. 5, February, 
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UNITED KINGDOM 
Regional Balance of Payments, 1952* 
(In millions of pounds sterling) 



Dollar 

area 

Other 

western 

hemi¬ 

sphere 

OEEC 

and 

depend¬ 

encies 

Sterl¬ 

ing 

area 

Other 

and 

unallo¬ 

cated 

Total 

1. Good, services, and donations 

-161 

94 

- 32 

365 

3 

269 

2. Private capital movements 

42 

- 5 

- 39 

- 91 

- 10 

-103 

3. Long-term capital movements 
of official and banking institu¬ 
tions 

- 16 


25 

- 2 

1 

8 

4. Total of items 1 to 3, inclusive 

-135 

89 

- 4G 

272 

- 6 

174 

5. Short-term capital move¬ 
ments of official and banking 
institutions: 

Liabilities 

- 4 

-51 

- 35 

-113 

-120 

-323 

Assets (including monetary 
gold) 

175 


- 23 

— 

- 3 

149 

6. Multilateral settlements: 

In gold and dollars 

- 36 

-22 

172 

-109 

- 5 

—- 

Other 

— 

-16 

- 68 

- 50 

134 

— 

7. Total of items 5 and G 

135 

-89 

46 

-272 

6 

-174 


* International Monetary Fund, Balance of Payments Yearbook , vol. 5, February, 
1954. 


Directions 

Without specifically using the term “multilateral settlements,” describe in 
your own words the manner in which the surplus or deficit in item 4 was financed, 
for each region and each year, in terms of items 5 and 6. Is this explanation 
consistent with your understanding of the economic events in those years? 
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INPUT-OUTPUT TABLES 


Just short of two centuries ago Francois Quesnay , physician , intimate 
of Mtrabeau, and tutor of Turgot , published his u Tableau Economique,” in 
which the notion of compartmentalized treatment of necessarily inter¬ 
dependent productive activities was perhaps first formally advanced. These 
ideas influenced Adam Smith , whose own great work was published in 1776 , 
two years after Quesnay 1 s death , but then lay dormant for about a century. 

At this lime another French economist , Leon Walras , employed a somewhat 
similar approach in his highly abstract and detailed examination of the 
conditions for economic equilibrium. Finally , in our own generation , Profes¬ 
sor Wassily Leontief , of Harvard University , had the insight to recognize in 
these ideas not simply a tool for the theoretician but a practical instrument 
for attacking some of the complex and perplexing real problems of our 
modern industrial economic environment. 

W. D. Evans and M. Hoffenberg, “The Interindustry Relations Study 
for 1947,” The Review of Economics and Statistics (Harvard University 
Press), May, 1952, p. 97. 

Professor LeontieFs input-output tables represent a highly successful 
attempt to quantify economic relationships that have long been x’s and 
y’s in the hands of theorists. The Walrasian equilibrium equations divide 
the economy into an infinite number of transactors, whose purchases, 
sales, and transfer payments reverberate over the entire population. 
Like a stone dropped into a calm lake, a transaction by one causes ripples 
that spread, with gradually attenuating effects, throughout the com¬ 
munity. Professor Leontief has divided the economy into groups of 
transactors, representing different industries and final consumers, and 
has prepared matrices of economic relationships among them. The input- 
output tables, begun modestly with less than 20 sectors, have been 
expanded in subsequent studies to over 500, and their calculation requires 
the use of the most modern giant computing machines. 

__ * ^ «_ _ is an extension of the national product 

accounts. Like the latter, it shows the distribution of final product among 
the three sectors capable of ultimate consumption—households, govern¬ 
ment and the rest of the world—and real capital investment (fixed asset 
formation and inventory change). The differences between the two 
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accounting systems lie in their representation of -the business sector. 
In the national product accounts, business transactions are consolidated, 
so that all interbusiness relationships are eliminated and only those 
vis-5,-vis other sectors remain. The input-output tables divide the 
business sector into a number of separate industries. All transactions of 
individual enterprises with other firms are recorded, whether the latter 
belong to the same or different industries. Nothing is eliminated, and 
combined rather than consolidated data are the order of the day. 

Instead of confining themselves (as other statements do) to the relations 
of a given accounting unit with other units, input-output tables show the 
mutual participation of all accounting units in a single transaction or an 
instantaneous set of transactions. The entries must be in technical 
(accounting) balance, because the expenditures of all groups together 
must equal the receipts of all groups, and community investment must be 
identical with community saving. 

Let us suppose that persons purchase 81,000 of merchandise from 
retailers. At the same instant (and quite unrelated to the purchase of 
consumers) retailers buy S800 from producers. Accounting balance 
among these transactions is expressed by the fact that consumers have 
dissaved 81,000 (by purchasing), while retailers have disinvested 8200 
(by selling more than they purchased) and producers have disinvested 
8800 (by selling). Thus disinvestment equals dissaving. Likewise pay¬ 
ments by households are equal to receipts by retailers, and payments by 
retailers are equal to receipts by producers. These accounting relation¬ 
ships exist by definition and have nothing to do with economic causation 
(or lack of it) between the two transactions. 

It might be desirable to have dynamic input-output tables, which would 
be a moving picture of a single impetus filtering its way through different 
segments of the economy. Thus an increased purchase by households 
would cause industries to build up stocks, buy more from each other, and 
hire more labor. Additional incomes to consumers would cause more 
purchases (but more savings as well), and so on down the line until the 
ripples had been dissipated. Tools of analysis exist by which economists 
reason out the impact of transactions in this way, but alas! accounting 
techniques are yet to be developed beyond the stage of the still-life 
camera. 1 The input-output tables can do no more than describe a body 

» Of course, if a table is presented for an entire year, transactions that affect each 
other are certain to be included. For example, consumer purchases in March may lead 
to additional production in May. However, the effects of each such impetus are inter¬ 
mingled with those of many others, some of which may be just beginning and others 
gradually dying away. Only by inductive analysis, and the application of such theo¬ 
retical concepts as the multiplier and the propensity to consume, can the economist 
reason out the causal relationships. 
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of economic transactions occurring simultaneously. While they may 
provide the economist with implements useful to inductive reasoning 
and dynamic analysis, they cannot in themselves be dynamic. 

Input-output tables contain two types of sectors. In the first place, 
there are so-called autonomous sectors, which are themselves capable of 
consuming or storing product. They are households, government, the rest 
of the world, fixed capital formation, and inventories. (The student will 
recognize them as similar to credit items in the national income and 
product account.) The latter two sectors are impersonal, but they are 
treated, like the others, as if they themselves acquired and provided 
products. Decisions of autonomous sectors are based on such economic 
forces as income and the level of prices, and such social and psychological 
factors as habits, fashion, and expectations. In the second place, there is 
a series of industries, whose joint function is to provide the autonomous 
sectors with product. Their decisions are based not only on the demand of 
the autonomous sectors (for their output) and the cost of factors of 
production (their input), but also on such technological considerations 
as the proportions in which the intermediate output of different industries 
must be combined to produce a final product. Thus an input-output 
table portrays the technological as well as economic interdependence 
among sectors, relationships which have been described as “the structure 
of the economy.” 2 

The debit and credit rules of other accounting systems apply also to 

input-output tables, with the simple substitution of “input” for “debit” 

and “output” for “credit.” Thus the business sector account of the 

national product group may be thought of as an input-output statement 

for business. By cross tabulation, such as was done in earlier chapters 

to portray intersectoral relationships, it can be shown that inputs (debits) 

of business are outputs (credits) of other sectors, and vice versa. For 

example, let us suppose that business paid $100 of wages and $15 of taxes 

and made sales to consumers of $115, at no profit. Government paid 

wages of $20, and consumers paid taxes of $5. Following the manner of 

presentation used in earlier chapters, these relationships are expressed as 
follows: 



Business 

Government 

Households 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. Cr. 

Employee compensation 

Business taxes 

100 

15 


20 

15 

er 

120 

Personal taxes 




Sales to consumers 


116 


O 

5 

115 


'T' ^ eont ' e ^> Th* Structure of the American Economy, 1919-1939 
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This is a one-dimensional presentation, because all intersectoral re¬ 
lationships are shown on a plane, or crosswise. It is necessary to write 
each figure twice, once as an input (debit) of one sector and once as an 
output (credit) of another. In input-output tables the relationships are 
shown two-dimensionally, with outputs (credits) entered on a hori¬ 
zontal plane and inputs (debits) in a vertical column. Thus each figure 
is written only once, for it serves simultaneously as input of one sector 
and output of another. The same set of transactions portrayed one- 
dimensionally above is shown two-dimensionally below. 


INPUTS 

(debits) 

i 


outputs (credits) —* 



Business 

Government 

Households 

Total outputs 

Business 



115 

115 

Government 

15 


5 

20 

Households 

100 

20 


120 

Total inputs 

115 

20 

120 

255 


For each sector the total input (at the bottom of the table) is equal to 
the total output (shown on the right-hand side). 

As an alternative illustration, let us suppose that business and govern¬ 
ment paid the same wages and salaries as above, that business and house¬ 
holds paid the same taxes, but that households purchased only S105 
(instead of SI 15) from business. Sales are again assumed to be at cost 
(i.e., business earns no profit). There is saving of $10 by households, 
and a simultaneous increase in inventories of S10 by business. These 
transactions are expressed one-dimensionally as follows: 



Business 


Dr. Cr. 

Employee compensation 

100 

Business taxes 

15 

Personal taxes 


Sales to consumers 

105 

Inventory change 

10 

Personal saving 







Saving and 

Government 

Households 

investment 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. Cr. 

20 

15 


120 



5 

5 





105 


10 

* 


10 


10 


The two-dimensional version requires the addition of a vertical stocks 
sector and a horizontal saving sector, as follows: 
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outputs (credits) —* 



The labeling of stocks as a sector acquiring output is quite under¬ 
standable. Clearly business product is SI 15, of which $105 has been sold 
to households and $10 has gone into stocks. Therefore the former is an 
input of households and the latter an input of stocks. Terminology is 
stretched, however, when saving of $10 is defined as an “input” of house¬ 
holds and an “output” of a new sector, called “saving.” Therefore, the 
row for “saving” is normally excluded, and the input-output table appears 
as follows: 



Personal saving can still be determined from the above table, however, 
as the excess of households’ outputs over inputs. In the case of business 

and government, where no saving is assumed in the current illustration 
inputs and outputs are equal. 

Let us now introduce business profits and a government deficit, 
suppose that business paid wages of $100 and taxes of $15 and increased 
its inventories $10, as before. Its remaining output, which cost $105, was 
sold to consumers for $110, and the profit ($5) was undistributed. Govern- 
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ment paid wages of $20, and households paid taxes of $2. The one 
dimensional accounting for these transactions follows: 


Employee compensation 
Undistributed profits 
Business taxes 
Personal taxes 
Sales to consumers 
Inventory change 
Personal saving 
Government deficit 


Business 

Government 

Dr. Cr. 

Dr. Cr. 

100 

20 

5 


15 

15 


2 

110 


10 

3 




Saving and 

Households 

investment 

Dr. 

Cr. 

Dr. Cr. 


120 

5 

2 



110 


10 

8 


8 



3 


In the two-dimensional accounting, all business profits—whether 
actually distributed or not—are treated as distributed to households 
and thereby become part of household, rather than business, saving. The 
input-output table follows: 


outputs (credits) 


INPUTS 

(debits) 

1 



Business 

Government 

Households 

Stocks 

Toted 

outputs 

Business 



110 

10 

120 

Government 

15 


2 


17 

Households 

105 

20 



125 

Total inputs 

120 

20 

112 

10 

262 


The student should note the following, in relation to the above table: 

1. Business profits, even though undistributed, are treated as an input 
of business and output of households; thus the total contribution of* 
households to business is $105, consisting of wages plus profits. 

2. Since business profit is treated as distributed, there is no business 
saving. Hence business inputs and outputs are equal (at S120). 

3. The saving of government and households is the excess of outputs 
over inputs. For government, this is $17 minus $20, or a deficit of $3. 
For households it is S125 minus $112, or a saving of $13. This saving 
consists of personal saving of $8 plus undistributed business profits of $5. 

4. Inputs and outputs of all autonomous sectors combined (govern¬ 
ment, households, and stocks) are equal. This is another way of saying 
that saving and investment are equal. 
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EXAMPLE 


The principles of input-output accounting will be taught through a 
series of transactions and entries, analogous to those in previous chapters. 
They are based on the principles used in the interindustry relations study 
for 1947, 3 although a smaller number of sectors will be employed. Let us 
divide the mythical Country of Fairland into five industrial sectors and 
five autonomous sectors, as follows: 


Industrial sectors: 

1. Minerals 

2. Manufacturing 

3. Agriculture 

4. Transportation 

5. Trade 


Autonomous sectors: 

6. Stocks (inventories) 

7. Private fixed capital formation 

8. Government 

9. Rest of the world 

10. Households 


An input-output account is first prepared for each sector separately, and 
at a later point the accounts of all sectors are combined into an input- 
output table for the whole community. 

1. Minerals Sector. Mining and petroleum companies produced output 
at a cost of $118, as follows: 


Supplies 

$ 30 

Commissions to selling agents 

6 

Taxes 

12 

Labor 

70 

Total 

$118 


They added $16 to their inventories and sold the remainder ($102) to 
manufacturing companies at a selling value of $112. Manufacturing 
companies also purchased $8 of petroleum from foreign producers. The 
inputs and outputs of the minerals sector are shown in statement (1). 

STATEMENT (1): MINERALS 


Inputs ( debits ) Outputs ( credits) 


Manufacturing 

Government 

30 

12 

Manufacturing 

Stocks 

114 

16 

Rest of world 

8 

Households 

80 



Total inputs 

130 

Total outputs 

130 


The $8 of petroleum purchased by manufacturing companies from 
abroad is entered as both an input (from the rest of the world) and an 


* Evans and M. Hoffenberg, 
The Review of Economics and Statistics 


“The Interindustry Relations Study for 1947 
(Harvard University Press), May, 1952. 


If 
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output (to the manufacturing sector, included in the figure of SI 14). 
If imports are competitive with domestic products, they are considered 
to flow through the sector producing the domestic competitor on their 
way to the importing sector, since technological relationships among 
industries are best preserved in this way. 

This preservation of technological relationships is important when 
input-output tables are used in economic analysis. Let us suppose, for 
example, that 100,000 bushels of corn were produced in Country A during 
a given year. The breakfast cereals industry demanded 80,000 bushels and 
the liquor industry 30,000; therefore it was necessary to import 10,000 
bushels. It is a matter of minor significance which industry in fact 
purchased the 10,000 bushels of imports, since all corn is alike and 
presumably the same price prevails for both domestic and foreign 
product. Therefore the 10,000 bushels are considered an input of the 
agricultural industry, whose output (created as a result of purchases of 
domestic labor, seed, etc., and purchases of foreign corn) amounts to 
110,000 bushels. Of this output, 80,000 bushels are inputs of the breakfast 
cereals industry, and 30,000 are inputs of the liquor industry. 

The total value of goods sold to manufacturing companies was SI20, 
consisting of domestic output with a selling value of SI 12 plus S8 of 
foreign product passing through the minerals sector. Nevertheless, the 
output to the manufacturing sector is carried at SI 14, which is S120 
minus S6 of commissions to selling agents. The input-output tables 
prepared in this chapter are on a “producers’ value” basis. This is a 
sort of f.o.b. basis in which the value of output consists of all costs of 
production (including producers’ profits) but covers neither cost of 
transportation nor any expenses paid to third parties, such as selling 
agents, for assistance in marketing. In effect, the manufacturing sector 
has purchased SI 14 of merchandise from the minerals sector and S6 of 
services from selling agents, which are part of the trade sector. Since the 
trade sector’s output short-circuits the minerals sector, it is not included 
in the input-output table of the latter. 

Supplies (S30) are inputs from the manufacturing sector. Taxes (S12) 
are considered inputs from the government. No attempt is made to 
determine whether they represent the “true” value of services rendered 
by government to the industry; they are treated in this way because, as 
an accounting convenience, all transfer payments are regarded as inputs 
and outputs just as if they had been payments for services. 

The inputs from households consist of S70 of labor and §10 of profit. 
Note that profit is included whether or not distributed. 

2. Manufacturing Sector. Manufacturing companies produced S645 of 

output, as follows: 
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Purchase of minerals (including $8 of petroleum from abroad) 

Other imports 

Purchases of noncapital goods from other manufacturing companies 
Taxes 

Depreciation 
Transportation costs 
Labor 

Total manufacturing cost 

Cost of goods sold by manufacturing companies was $689; thus 
drew down their inventories $44 (the excess of cost of goods sold 
manufacturing cost). Sales were made as follows: 


$120 

28 

225 

78 

13 

35 

146 

$645 

they 

over 


To other manufacturing companies: 
Noncapital goods (included also above) 
Capital goods 
To minerals 
To agriculture 

To transportation companies 
To government 
To foreigners 
To retail stores: 

Consumer goods (for resale) 

Capital goods 
Total sales 


$225 

40 

30 
26 

34 

31 

35 

331 

_9 

$761 


The retail stores purchasing $331 of manufactured goods sold them to the 

public for $365. There was no change in their inventories during the year. 

The inputs and outputs of the manufacturing sector are shown in state¬ 
ment (2). 

STATEMENT (2) I MANUFACTURING 


Inputs ( debits ) 


Outputs ( credits ) 


Minerals 

Manufacturing 

Transportation 

Trade 

Stocks 

Private fixed capital 
Government 
Rest of world 
Households 
Total inputs 


114 

265 

35 

6 

44 

13 

78 

28 

218 

801 


Minerals 

Manufacturing 

Agriculture 

Transportation 

Trade 

Private fixed capital 
Government 
Rest of world 
Households 

Total outputs 


30 
265 

26 

34 
9 

40 

31 

35 
331 
801 


i 

«nl he .“ an . uf ? cturing industry has purchased *120 of minerals but this 

agente fwhi Udea * 6 tu f com . missions P 1 " 1 by minerals companies to selling 
gents (Who are m the trade sector). Therefore the manufacturing secto? 



434 


AGGREGATE ACCOUNTS 


records inputs of SI 14 from minerals and $6 from trade. Sales of supplies 
to minerals companies (S30) are outputs to that sector, and sales of 
capital goods to retail stores ($9) are outputs to the trade sector. The 
sales of noncapital goods ($225) and capital goods ($40) by some manu¬ 
facturing companies to others constitute both inputs and outputs (total¬ 
ing S265 each) of the manufacturing sector, while the sales of capital 
goods ($40) are further treated as outputs (on the part of the companies 
acquiring them) to the fixed capital sector. 

The $35 of transportation represents payments to railroads, truckers, 
and others for the carriage of goods to (but not away from) manufacturers. 
Merchandise is valued f.o.b. the shipper, and the purchaser is assumed to 
acquire transport services directly from the transportation sector (regard¬ 
less of whether their cost is included in the seller’s invoice or not). The 
f.o.b. principles in this case are similar to those adopted in balance of 
payments accounting and discussed in connection with transaction (10) 
in Chapter 22. 

The trade sector comprises all enterprises, such as brokers, jobbers, and 
wholesale and retail stores, that either sell products in substantially the 
same physical form in which they buy them or else act as agents for the 
sale of goods and services. Their contribution to production consists of 
facilitating the process by which goods pass from producer to the next 
consumer. Commodities purchased and resold by one of these enter¬ 
prises, however, are not considered inputs and outputs of the trade sector. 
Rather, this sector provides only the services of selling, which alone are 
its output to the purchasing sector. In the present illustration, where 
manufacturing concerns sold $331 of consumer goods to retail stores 
(the trade sector), which in turn sold them to consumers for $365, outputs 
of $331 are credited to households rather than the trade sector. At a 
later point in this chapter, it will be seen that households have also 
purchased $34 (gross margin of the retail stores) of services from the trade 
sector; but this amount does not affect the manufacturing statement. 

Thus consuming sectors are considered to buy their input in two 
packages: one covers the cost of production (including producer’s profit) 
and is an output of the producer, while the other covers cost of dis¬ 
tribution and is an output of the trade sector (or other sectors, such as 
transportation, or government in the case of taxes on distribution). 
This treatment preserves the link between producers and final consumers. 
If several hundred producing sectors sold all their output to the trade 
sector, and consumers purchased all their inputs from the trade sector, 
the identity of different products would be lost, and it would be impossible 
to analyze the chain effects of shifts in consumer preferences. 

The input from the rest of the world consists either of manufactured 
goods or of commodities not competitive with any produced in Fairland. 
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In the illustration concerning corn, above, it was pointed out that goods 
competing with domestic products are considered to flow through the 
sector of their domestic competitor on their way to the purchasing sector. 
No such arrangement can exist for imports not competing with domestic 
goods, and they are therefore entered directly as inputs of the purchasing 
sector. 

The drawing- down of stocks is an input from the stocks sector, and 
depreciation is an input from the private fixed capital sector. Inputs 
from households consist of $146 of labor and $72 of profits ($761 selling 
value minus $689 cost of goods sold). 

3. Agriculture Sector . Farmers purchased $26 of capital equipment 
from manufacturing companies and paid $2 to have it transported to 
their farms. Their costs of current production were $133 for labor, $24 
for taxes, and $7 for seed (purchased from other farmers). They sold $7 
of their output as seed (to other farmers) and S169 to retail and wholesale 
distributing companies. The latter disposed of this output as follows: 


Sales to households 
Sales to foreigners 
Total sales 

Increase in retailers* inventories 
Total 


Cost Selling value 

$141 $202 

_9 10 

$150 $212 

_19 

$169 $2l2 


Farmers received $8 in subsidies from the government. Inputs and out¬ 
puts of the agriculture sector are shown in statement (3). 


STATEMENT (3): AGRICULTURE 
Inputs ( debits ) Outputs ( credits) 


Manufacturing 

Agriculture 

Transportation 

Government 

Households 

Total inputs 


26 

7 

2 

24 

153 

212 


Agriculture 

Stocks 

Private fixed capital 
Government 
Rest of world 
Households 
Total outputs 


7 
19 
28 

8 
9 

141 

212 


account tba transp ° r ‘ at,on expenditure (input of $2) was incurred on 
.fT; “. th f capital equipment purchased from manufacturers (input 
r»o*t w the tW0 together eonstitute agriculture's investment in fixed 
agricu turn P s Ut * 2 ?' Su f bs!dies frpm government ($8) are an output of 

ZZ'lgseot^ E Paymen ‘ * 6ntered “ “ ° UtpU * 0f the 
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Farmers sold SI69 to retail and wholesale distributing companies, 
which form part of the trade sector. Since the latter is not considered 
to buy commodities for resale, this amount is credited instead to the 
consuming sectors. Thus the increase in retailers’ inventories of S19 is 
an output of agriculture directly to the stocks sector. The remaining 
S150 is treated as S141 output to households and S9 to the rest of the 
world. The values at which retailers sold to these sectors ($202 and $10, 
respectively) do not affect the agriculture statement, because the differ¬ 
ence between distributors’ cost of goods sold ($150) and sales ($212) is 
treated as output of the trade sector. 

The input from households covers wages of $133 and profits of $20. 
The latter is calculated (on a consolidated basis) as follows: 


Sales to retailers and wholesalers 

S1G9 

Subsidies from government 

8 

Consolidated gross income of farmers 

Loss costs: 

S177 

Labor 

$133 

Taxes 

24 157 

Consolidated net profit 

S 20 


The seed sold by some farmers to others ($7) is entered as both input 
and output. 

4. Transportation Sector. Railroads, bus lines, trucking and shipping 
companies, and other carriers purchased $29 of capital goods and $5 of 
noncapital goods from manufacturing companies. They paid $11 in taxes, 
$23 in labor costs, incurred $12 of depreciation, and their profits were 
$5. They transported the following goods and persons: 


Noncompetitive imports of manufacturing companies $ 5 

Other goods purchased by manufacturing companies 30 

Goods purchased by farmers 2 

Exports of manufacturing companies 4 

Foreigners traveling between Fairland and their home countries 3 

Residents of Fairland traveling abroad 1 

Residents of Fairland traveling locally 11 

Total S56 


Inputs and outputs of the transportation sector are shown in state¬ 
ment (4). 

Purchases of both capital and noncapital goods (total $34) are inputs 
from the manufacturing sector. Inputs from households cover both labor 
and profits (total $28). 

Outputs are allocated according to. the sectors for which services were 
performed. Since accounts are kept on an f.o.b. basis, transportation of 
merchandise is allocated to the purchasing sector. Thus shipping costs of 
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STATEMENT (4): TRANSPORTATION 


Inputs ( debits ) Outputs ( credits) 


Manufacturing 

34 

Manufacturing 

35 

Private fixed capital 

12 

Agriculture 

2 

Government 

11 

Private fixed capital 

mm 

29 

Households 

28 

Rest of world 

i 



Households 

m 

12 

Total inputs 

85 

Total outputs 

85 






i I A j • imports are outputs going to 

the manufacturing sector, 4 but shipping costs of their exports are outputs 

going to th e rest of the world. Transportation of foreign persons is also 
allocated to the rest of the world, while transportation of residents— 
whether at home or on the high seas—is allocated to households 

a\ Sector - Enterprises in the trade sector reported the following 
profit and loss transactions: e 


Sales 

Cost of goods sold 
Gross margin on sales 
Commissions of selling agents of 
petroleum companies 

Gross margin on goods and services 
Operating expenses: 

Wages and salaries 

Depreciation 

Taxes 

Total 
Net profit 


Manufactured 

Agricultural 

goods 

goods 

S3G5 

$212 

331 

150 

$ 34 

$ 62 

S 34 

$~62 


services Total 

$577 

481 


$6 

$6 


$ 96 

_6 

$102 

$ 60 
1 
13 
S 74 
S 28 


purchaaed * 9 ° f capHai ‘ i™. 

a wj p c rtid n out Zt m ;r± r nufac i uring ' and h***™ 

margin 

£r£ m~ 0 “r:? 4 tpsEzsz 

an output of $61 to households fthe ,.^* ncultu '' al goods Is divided into 

va,ue of * 202 ' - d “co-re^:rxr B °Stu re d 

in ““^ - of mo sector pmduoh* the 
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sector) and $1 to the rest of the world (cost of $9 and selling value of 
S10). Thus the total output to households (on account of both manu¬ 
factures and foodstuffs) amounts to S95. The commissions of selling 
agents (paid by the minerals sector on account of sales to manufacturing 
companies) are an output to the manufacturing sector. Finally, the trade 
sector has an output of $9 to fixed capital. 

Inputs of the trade sector consist of 89 from manufacturing (for pur¬ 
chases of fixed capital), S13 from government (for taxes), S88 from house¬ 
holds ($60 of wages and salaries and $28 of profits), and $1 from private 
fixed capital (for depreciation). 

STATEMENT (5): TRADE 


Inputs ( debits ) Outputs (credits ) 


Manufacturing 

9 

Manufacturing 

6 

Private fixed capital 

1 

Private fixed capital 

9 

Government 

13 

Rest of world 

1 

Households 

88 

Households 

95 

Total inputs 

111 

Total outputs 

111 


6. Stocks Sector. Inputs of the stocks sector consist of net increases in 
merchandise inventory on the part of other sectors, while outputs are net 
decreases in their inventories. 

STATEMENT (6)STOCKS 


Inputs ( debits) Outputs ( credits ) 


Minerals 

16 

Manufacturing 

44 

Agriculture 

19 



Total inputs 

35 

Total outputs 

44 


The stock account is not in balance, and the excess of credits (outputs) 
over debits (inputs) is the community’s net disinvestment in inventory 
holdings ($9). It is expressed as a negative debit in the country’s saving 
and investment account. 

7. Private Fixed Capital Sector. Inputs of the private fixed capital sector 
consist of new investment in capital equipment by all sectors, while 
outputs cover depreciation and other capital consumption allowances. 
Like stocks, the fixed capital account is not in balance. The total of the 
debit (input) side ($106) is the same as the debit to “business purchases 
on capital account’’ in the nation’s gross saving and investment account. 
The total of the credit (output) side ($26) is the country’s capital con¬ 
sumption allowance, and the excess of debits over credits ($80) is net 
private investment in fixed assets. 
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STATEMENT (7): PRIVATE FIXED CAPITAL 


In-puls ( debits) Outputs ( credits) 


Manufacturing 

40 

Manufacturing 

13 

Agriculture 

28 

Transportation 

12 

Transportation 

29 

Trade 

1 

Trade 

9 


Total inputs 

106 

Total outputs 

26 


8. Government Sector. Government disbursements and receipts, includ¬ 
ing accounts of both national and local governments, were as follows: 


Disbursements: 

Purchases from manufacturing companies 

Subsidies to agriculture 

Financial assistance to local governments 

Expenses of diplomatic missions abroad 

Salaries of government workers 

Relief, unemployment, and social security payments 

Interest on government debt (aU paid to persons) 

Receipts: 

Tax and nontax payments: 

From minerals industry 
From manufacturing industry 
From agriculture 
From transportation industry 
From trade sector 
From persons 

Financial assistance from national government 
Government deficit 


$ 31 
8 
14 
4 

82 

22 

37 

$108 


$12 

78 

24 

11 

13 
24 

14 176 
$ 22 


All government payments are defined as inputs, and all government 
receipts as outputs. Outputs include all tax and nontax receipts plus 
transfer receipts (donations) between national and local governments 
in~° Ver / acc * msit,ons of g ood s and services, including government 

sakn?sV$82? ^ payments - The from households covers 

salanes ($82), transfer payments ($22), and government interest ($37? 
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STATEMENT (8)GOVERNMENT 


Inputs ( debits) Outputs ( credits) 


Manufacturing 

31 

Minerals 

12 

Agriculture 

8 

Manufacturing 

78 

Government 

14 

Agriculture 

24 

Rest of world 

4 

Transportation 

11 

Households 

141 

Trade 

13 



Government 

14 



Households 

24 

Total inputs 

198 

Total outputs 

176 


are classified according to type of government income. In the input- 
output statement, both debits (inputs) and credits (outputs) are classified 
only according to the other sector participating in the transaction. 
Transfers between national and local governments would be excluded 
from the government account of the national product group but are 
included on both sides of the input-output statement. 

Government deficit is measured by the excess of inputs over outputs, 
and the statement is out of balance by this amount ($22). 

9. Rest-of-the-World Sector. The rest-of-the-world statement resembles 
a r6sum6 of the goods, services, and donations accounts of a balance of 
payments statement from the point of view of foreigners. Just as in the 
balance of payments equation, debits (inputs) record goods and services 
acquired from Fairland and donations made to it, while credits (outputs) 
record goods and services provided to Fairland and donations received 
from it. 


Manufacturing 

Agriculture 

Transportation 

Trade 

Total inputs 


STATEMENT (9): REST OF THE WORLD 
Inputs ( debits ) Outputs ( credits ) 


8 

28 

4 

_3 

43 


35 

9 

7 

1 

52 


Minerals 
Manufacturing 
Government 
Households 
Total outputs 


Inputs are classified according to the exporting sector. The classification 
of outputs depends on whether or not they are competitive with goods 
produced locally. Competitive outputs are allocated to the sector of their 
domestic competitors. Noncompetitive outputs are allocated to the 
importing sector. The excess of inputs over outputs ($9) represents an 
increase in net claims of residents on foreigners, or net foreign investment. 
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10. Households Sector. Most transactions of the households sector 
have already been stated in connection with statements discussed above. 
Outputs cover services (wages, salaries, profits, etc.) of factors of pro¬ 
duction and transfer payments received from other sectors. Inputs 
consist of goods and services purchased from other sectors and taxes 
paid. In addition, households paid 821 to each other (wages of domestic 
servants, transfer payments, etc.). 

STATEMENT (10): HOUSEHOLDS 


Inputs (debits) Outputs (credits) 


Manufacturing 

331 

Minerals 

80 

Agriculture 

141 

Manufacturing 

218 

Transportation 

12 

Agriculture 

153 

Trade 

95 

Transportation 

28 

Government 

24 

Trade 

88 

Rest of world 

3 

Government 

141 

Households 

21 

Households 

21 

Total inputs 

627 

Total outputs 

729 


The household input-output statement resembles the personal income 
and expenditure account of the national product group. Expenditures of 
persons are entered as debits (inputs) and incomes as credits (outputs) 
in either case. In the input-output statement, however, classification is 
made according to sectors from which purchases were made or incomes 
received, whereas classification in the personal account of the national 
product group is according to type of expenditure or income. 

Total outputs (8729) exceed total inputs ($627) by the amount of 

personal saving ($102). If this were entered as a debit (as it is in the 

personal account of the national product group), the account would be 
in balance. • 


The inputs and outputs of ten sectors of Fairland have been entered 
in separate statements. In Table 24-1 they are put together in a two- 
mensmnal input-output table, which reveals the interdependence of all 
sectors. Both rows and columns are divided, by heavy black lines, between 
industrial and autonomous sectors, and the effect is to divide the table 

o theT q JS (m additi ° n to totals >- For convenience, let us refer 

AU tS™ « 6 WGSt ' . n ° rtheast ' ^uthwest, and southeast quadrants. 
All transactions between industrial sectors are entered in the northwest 

quadrant. Transactions in which industries draw on the resources of 

autonomous sectors appear in the southwest quadrant while those in 

r n tt ’"norttr, Pr °^ 6 S °t and *° “tonomout leotora are 

aretnbetween autonomous sectom 
“ the southeast quadrant. It should be remembered that most input- 
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Table 24-1 

Inpot-output Table of Fairland, Year Ended December 31, 1956 


OUTPUTS—► 


0 

•* 

:> 

N 

-2 

o 

6 

•s 

Manufacturing 

£ 

3 

I 

T ransportation 

Trade 

Stocks 

Private fixed 
capital 

Government 

Rest of world 

Households 

1 

2 

£ 

* 

Minerals 


114 




16 





130 

Manufacturing 

30 

265 

26 

34 

9 


40 

31 

35 

331 

801 

Agriculture 



7 



19 

28 

8 

9 

141 

212 

Transportation 


35 

2 




29 


7 

12 

85 

Trade 


6 





9 


1 

95 

111 

Stocks 


44 









44 

Private fixed capital 


13 


12 

1 






26 

Government 

12 

78 

24 

11 

13 



14 


24 

176 

Rest of world 

8 

28 






4 


3 

43 

Households 

80 

218 

153 

28 

88 



141 


21 

729 

Total inputs 

130 

801 

212 

85 

111 

35 

106 

198 

52 

627 

2,357 


output tables have far more than five industrial sectors, and in that case 
the northwest “quadrant” is much the largest. 

Inputs and outputs of industrial sectors are equal, industry by industry. 
Those of autonomous sectors, however, are equal only when all five are 
taken together. The excess of inputs over outputs in stocks, private fixed 
capital, and the rest of the world represents the community’s net invest¬ 
ment, while the excess of outputs over inputs of government and house¬ 
holds is the community’s net saving. On a gross basis, the capital con¬ 
sumption allowance (outputs of the private fixed capital sector) is 
considered part of saving rather than a deduction from investment. Thus 
gross private domestic investment is the excess of inputs over outputs of 
stocks, plus the inputs of the private fixed capital sector. Net foreign 
investment is the excess of inputs over outputs of the rest of the world. 
The excess of outputs over inputs of government and households, plus 
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the outputs of the private fixed capital sector, are the community’s gross 
saving. On the basis of these combinations, Table 24-2 is a gross sav¬ 
ing and investment account for Fairland, prepared from the data in 
Table 24-1. 


Table 24-2 

Gross Saving and Investment Account of Fairland, Year Ended 

December 31, 1956 


Gross investment 


Gross saving 


Change in inventories 

-9 

Capital consumption allowance 

26 

Business purchases on capital 


Personal saving and corporate 


account 

106 

undistributed profits 

102 

Net foreign investment 

9 

Government deficit ( — ) 

-22 

Gross investment 

106 

Gross saving 

106 


Note that personal saving is combined with corporate undistributed 
profits, because all profits were treated in the input-output accounts as 
if distributed. Thus the figure of $102 is the excess of household outputs 
over inputs. 

Table 24-3 is an abbreviated national product account for Fairland, 
prepared from the input-output table. Like Table 24-2, data are derived 
from accounts of the autonomous sectors only, since interbusiness trans¬ 
actions are eliminated from the consolidated account. 


Table 24-3 

Abbreviated National Product Account of Fairland, Year Ended 

December 31, 1956 


Payments to factors of production 


(except corporate profits taxes) 729 

Business taxes 138 

Capital consumption allowance 26 

Charges against Gross National 
Product 893 


Personal consumption expenditures 603 
Gross private domestic investment 97 
Net foreign investment 9 

Government purchases of goods and 
services 184 

Gross National Product 893 


Payments to factors of production consist of total outputs of house- 
holcfc. They include undistributed corporate profits but exclude corporate 
profits tax, which is an output of government. Business taxes, which 
cover both corporate profits and indirect taxes, are the sum of items in 
the government row in the southwest quadrant only. Capital consumption 
allowance is the total output of the private fixed capital sector. Personal 
consumption expenditures consist of total inputs of households ($627) 
us their taxes ($24, output of government). Gross private domestic 
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investment is the total inputs of the private fixed capital sector (S106) 
minus the net decrease in inventories ($9). As in Table 24-2, net foreign 
investment is the excess of rest-of-the-world inputs over outputs. Govern¬ 
ment consumption of goods and services covers total government inputs 
(S198) minus intergovernmental transfer payments (§14, output of 
government). 

Thus input-output tables relate the data shown in national income and 
product accounts to a detailed study of interindustry relationships. The 
input-output statements for government, households, and the rest of the 
world contain substantially the same information (though organized 
somewhat differently) as their counterparts in the sector accounts of the 
national product group, and it is further possible to prepare both a 
national product account 5 and a saving and investment account from the 
input-output table. In addition, the input-output table contains trans¬ 
actions among the industrial sectors, which are eliminated from gross 
national product. Thus total inputs and outputs of all sectors is §2,357 
(the lower right-hand square of Table 24-1), whereas gross national 
product (in Table 24-3) is only §893. In the interindustry study of 1947, 
total inputs and outputs for the United States were found to be §769,248 
million, 6 whereas gross national product was only §232,228 million. 7 

This relationship between gross national product and the gross value 
of goods and services traded in the economy fills a long-existing gap in 
the practical application of economic doctrine. It is one of the basic 
tenets of economic theory that the intersection of supply and demand 
curves determines the price of a product. However, economists have long 
been accustomed to take these curves as “given.” Demand has been 
related to consumer preferences, which were in turn based on sociological 
and psychological forces outside the realm of economics. The shape of 
supply curves, on the other hand, is determined by production functions, 
or the technological framework in which factors of production are com¬ 
bined, and the prices of those factors. Economic literature has tradition¬ 
ally disclaimed responsibility for evaluating the production function and 
has all too often accepted factor prices as being determined by forces 
beyond the control of the firm under study (except where that firm is a 
monopsonist, or sole buyer of a factor). 

By recognizing a relationship between consumer demand for final 
product and industrial demand for the factors that produce it, input- 

6 National income is not available as a separate total on Table 24-3 only because 
the breakdown of business taxes into corporate profits tax (to be included in the 
national income) and indirect business taxes (to be excluded) is not known. In a more 
detailed study, this information could be expected to be available. 

* Evans and Iloffenberg, op. cil., Table 4 (facing p. 142). 

7 U.S. Department of Commerce, National Income Supplement to the Survey of 
Current Business, Washington, 1954, p. 163. 
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output accountants have come to accept demand curves as “given” 
only for autonomous sectors. Thus the demand for electric trains (on the 
part of parents buying Christmas presents for their children) is inter¬ 
preted as a demand (on the part of producers) for steel, tin, labor, 
electricity, and other materials and factors of production. But this is 
not the whole demand for these goods and services. Other consumers want 
automobiles, and their demand is converted—by the automobile pro¬ 
ducers into a demand for the same (or different) materials and factors 
of production as needed by the producers of electric trains. The extent 
to which each consumer-goods industry demands the more basic inputs, 
however, depends not only on the amount of final demand it expects to 
meet but also on the technological requirements dictating the manner in 
which the inputs must be combined. Thus, given the demand of autono¬ 
mous sectors for the country’s gross national product, plus engineering 
estimates of the physical requirements of production, 8 it is possible to 
derive the demand positions of all the industrial sectors and to determine 
the gross (unconsolidated) expenditure of the community as a whole on 
goods and services. 


Since no transactions are eliminated from input-output tables, it 
would seem that the question of whether to consolidate a sector should 
not arise here. Yet it does appear, in disguised form. Instead of deciding 
whether a transaction should be eliminated in consolidation, the input- 
output accountant must determine whether a given movement is a 
transaction at all. For example, to what extent should the relationships 
among different productive departments of the same enterprise be ex¬ 
pressed in the input-output tables? If a company produces bolts without 
threads in Department A and transfers them to Department B for 
threading, should a transaction be recorded between the two depart¬ 
ments. The answer is obviously no, because they are cooperating under a 
single management in the production of a single commodity. When a 
steel corporation extracts coal from its company-owned mine, however 
a transaction between the coal and steel industries should be entered! 

. wo separate economic activities are involved. Indeed, if the mine were 
independent, there would be no question that the transaction should have 

rr *5* a cora P lete P icture of the interindustry relation- 

P quires that independent and captive mines be treated alike 9 

Between these two extremes, however, a wide range of decisions has 
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had to he made. Should a transaction be recorded when a company 
manufacturing automobile parts transfers its product to an assembly 
plant? When an oil producer ships crude petroleum to its refinery? When 
the refined oil is produced into gasoline and other petroleum products? 
Nor should it be supposed that these are questions of defining industries 
(e.g., whether to provide for a single oil industry, or separate industries 
for production of crude oil, refining, and petroleum products), since 
intra- as well as interindustry transactions figure in the input-output 
tables. The question is one of whether a transaction shall be entered or 
not. In effect, it is the extent to which the operations of a single enter¬ 
prise, or group of enterprises acting more or less closely together, shall 
be consolidated. 

It is not feasible here to study the range of decisions made by input- 
output accountants, but only to set down the general criteria on which 
they are based. A study of the structure of the economy demands separate 
treatment for each activity that normally participates in the market; that 
is, the production of goods and services that people are accustomed to 
trade. Because coal mines sell their product both to independent steel 
mills and to other industries and households, coal must be treated as a 
separate economic activity. The steel company that happens to own its 
own mine must still be considered as engaging in a transaction when it 
extracts coal. Because threadless bolts do not normally enter the market 
as a separate product, however, no transaction is recorded as they pass 
from Department A to Department B. 

With the exception of the totals columns, input-output tables may 
theoretically be prepared in physical quantities instead of values. In 
such a table, inputs of the transportation industry would include tons of 
coal and gallons of gasoline consumed and man-hours employed, while 
its outputs would be ton-miles and passenger-miles carried. 

While such a table would lack a common denominator and its entries 
would not be additive, it would nevertheless show the technological 
interrelationships among industries in physical terms. The relationships 
between inputs and outputs (e.g., the number of man-hours needed to 
assemble one automobile) are known as input coefficients. A complete 
set of input coefficients, showing quantities of the various inputs needed 
for a single unit of output, is an industry’s production function. 

The complex structure of commodities requires the use of input-output 
tables measured in values rather than physical quantities. It would not be 
practical to divide the industrial sectors into the entire range of differ¬ 
entiated products consumed by society. It is necessary instead to employ 
a reasonable number of industrial sectors, each one as homogeneous as is 
statistically feasible, whose products (which may be numerous) are 
expressed in value terms. Even so, difficulties arise in assigning a com- 
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raodity to a given industry or in making distinctions in the case of joint 
products; sometimes arbitrary decisions, not always consistently applied, 
are nevertheless necessary. 

The input-output table prepared in this chapter has been based on 
producers values ; that is, all marketing costs have been considered 
as consumer purchases direct from the transportation and trade sectors. 
An input-output table may, however, also be constructed on a “pur¬ 
chasers value” basis. In that case, marketing costs are treated as inputs 
of the producer sector rather than the consumer, and producer’s output 
is valued at the final price to the consumer. For example, let us suppose 
that farmers sell $200 of output to retailers, who in turn sell it to con¬ 
sumers for $250. In a producers' value table, households have inputs of 
$200 from agriculture and $50 from the trade sector. At purchasers’ 
value, farmers claim the input of $50 from the trade sector, and their 
t0 households is correspondingly increased to the retail value 

By an accounting quirk, the total value of the community’s inputs and 
outputs is greater in a purchasers’ value than in a producers’ value 
table. In the example just cited, this total is S250 under producers’ 
values and $300 under purchasers’ values, as follows: 


Producers’ value: 

Agriculture output to households 
Trade output to households 

Total inputs and outputs 
Purchasers’ value: 

Trade output to agriculture 
Agriculture output to households 
Total inputs and outputs 


$200 

50 

$250 

$ 50 
250 
$300 


P“ rch “fvalues, distribution cost appears twice in the inter¬ 
part of the°:; . firet ’ “ * flo ' v mto the producing sector, and then—as 
„ P * rt ° f ‘ he val “ e of that sector’s output—into the consuming sector It 

haled th8t the functi ° n ° f the trade -e*- is »ot in any way 

“I * hlS “counting. In either type of table, the trade sector sells 
y services and does not buy commodities for resale 

cal pfodu e e7ion a f Ue t ? bleS ar ! n0rmaI,y em Pl°yed in studies of the physi¬ 
cal production function and its relationship to total outmit tI* ? 

555 ?• 

and 20 exported, llo™ ^ “““ 8 ° Units are sold tically 
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Production cost 

Distribution cost 

Total cost 

80 units sold domestically 

$160 

$24 

SI 84 

20 units exported 

40 

2 

42 

Total 

-S200 

$26 

8226 

The schedule of costs and output is the same 

in 19B, but 90 units are 

sold domestically and 10 exported, as follows: 




Production cost 

Distribution cost 

Total cost 

90 units sold domestically 

SI 80 

$27 

S207 

10 units exported 

20 

1 

21 

Total 

S200 

S28 

$228 


In a producers’ value table, producer inputs are 8200 for each of the 
two years (based on production costs only), testifying to the fact that 
there has been no change in physical output, prices of inputs, or tech¬ 
niques of production. In a purchasers’ value table, however, producer 
inputs increase from 8226 in 19A to 8228 in 19B (based on total costs), 
solely because of variations in the distribution pattern. An economist 
studying changes in input coefficients resulting from technological 
improvements over a period of years would not want the production 
functions to be distorted by vagaries in distribution. Hence he would 
select a producers’ value table. 

Purchasers’ value tables, on the other hand, are more useful in analyses 
involving total cost to acquire a product. Suppose an enterprise must 
decide whether to purchase a semimanufactured input or produce it 
itself. Or a country must decide whether to develop its own industry or 
import from abroad. Or a consumer must decide whether to buy a 
television set or a refrigerator. In all these questions, total cost of acqui¬ 
sition is a deciding factor, and its breakdown into elements of production 
and distribution is of little or no importance. Economic studies involving 
these and similar comparisons require that distribution services be 
entered as inputs of the producing sector, so that the latter’s output will 
cover the full cost to the consumer. 

The analytical potentialities of input-output tables can be grasped 
only if one can envisage a table with separate coverage for each industry 
producing a different major product. Thus instead of a “manufacturing 
sector,” there is a different row and column for tobacco manufactures, 
textile mill products, plumbing and heating supplies, motor vehicles, 
and so on down the line. A knowledge of interrelationships among 
industries and autonomous sectors provides much statistical information 
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that economists have long speculated on in terms of unknown variables. 
Thus, in Professor Leontief’s words, 

When facing problems which obviously involve the knowledge of the magnitude 
of various empirical constants, the economic theorist more often than not avoids 
the bothersome task of direct observation and instead moulds his propositions in 
typically conditional terms: “If the industry under consideration is subject to 
the law of diminishing returns, then an increase in the demand for its products 
will necessarily lead to a rise in their supply price.” 10 

Input-output tables open new vistas on the economic horizon that are 
limited only by the imagination of the analyst and the extent of available 
data. As outputs increase, how do the input coefficients change? Which 
industries (and consequently which geographical areas) decline, and 
which prosper? What is the effect on all industries of the imposition of 
a new tax on the product of one? What is the full effect of a tariff? How 
do changing consumer preferences, such as the demand for new products, 
affect the intermediary industries producing materials for both the old 
and new commodities? How does a foreign economic assistance program 
affect farmers, industries, and households? What is meant by economic 
growth? 

These and a myriad other questions have not only fired the imagi¬ 
nations of the staff of the Harvard Research Project on the Structure of 
the American Economy, directed by Professor Leontief, but have also 
occupied the attention of various United States government agencies, 
such as the Air Force, Army, Navy, and Commerce Department, several 
universities, and economists, mathematicians, and engineers in other 
countries as well. Although the high cost of obtaining detailed data is a 
limiting factor, nevertheless the projects completed to date are harbingers 
of an even greater contribution that input-output accounting promises 
for the future of economic analysis. 


PROBLEM 

Residents of the Country of Aurora spent $1,061 on personal consumption 
during 1956, as follows: 


Manufactured goods 

$ 533 

Farm products 

375 

Railroad passenger fares 

74 

Foreign travel 

24 

Coal 

15 

Wages of household servants 

40 

Total 

$1,061 


, “'!'5t SaUy . y*. I ? ontief » “The Input-Output Approach in Economic Analysis ” in 
put-Ouput Relations, edited by Netherlands Economic Institute, Leiden, 1953 , p. 1 . 
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They purchased manufactured goods and farm products from retail dis¬ 
tributors, whose combined profit and loss statements were as follows: 



Distributors of 

Distributors of 


manufactures 

farm products 

Sales 

$533 

$375 

Cost of goods sold: 

Inventory, Jan. 1 

S 55 

$ 87 

Purchases 

505 

311 

Total 

$560 

$398 

Inventory, Dec. 31 

102 458 

53 345 

Gross margin 

S 75 

$ 30 

Operating expenses: 

Wages and salaries 

S 48 

$ 35 

Inward transportation 

4 

— 

Depreciation 

8 60 

— 35 

Net profit 

$ 15 

8 -5 


Sales of manufacturing distributors included S40 of goods purchased during the 
year from foreign manufacturers at a cost of S31. 

Consumer expenditures on foreign travel consisted of S9 disbursed in foreign 
countries and $7 paid to foreign carriers and $8 to domestic carriers for overseas 
passenger transportation. Households also paid S38 of personal taxes. 

Distributors of manufactured goods purchased SI 18 of furniture and equipment 
from manufacturing enterprises. 

In addition to sales to domestic retail establishments, manufacturing enter¬ 
prises sold S90 of consumer goods to retailers in foreign countries, $27 of machin¬ 
ery to farms, $46 of steam engines to shipping companies, and $102 of capital 
goods to other manufacturing companies. Furthermore, they produced $101 of 
capital goods to be used by the enterprises that had manufactured them. 

Costs of manufacturing enterprises consisted of $420 for labor, $108 for min¬ 
erals, $20 for semimanufactured parts purchased from foreign producers, $400 for 
noncapital goods purchased from other manufacturers in Aurora, $65 for domestic 
inward transportation, $96 for taxes, and $71 for depreciation. They drew down 
their inventories $33. 

In addition to sales to retail distributors, farmers sold $48 to foreigners and 
$12 of grain to other farmers. They received $54 in government subsidies. Their 
costs consisted of the grain purchased from other farmers, $250 of hired labor, $9 
of depreciation, and $19 of taxes. There was no change in their inventories or in 
their stock of fixed capital. 

The government paid $85 of salaries and purchased $17 of goods and services 
from foreigners. These imports consisted of strategic materials for stockpiling, 
which were not available in Aurora. 

The minerals industry sold $29 of fuel to transportation companies and $15 of 
coal to consumers. It paid wages and salaries of $97 and incurred depreciation of 
$18. Its inventories decreased $16 during the year. 

Transportation companies paid $16 in taxes, $74 in wages and salaries, and $15 
in commissions to agents selling passenger tickets. The agents paid $11 in wages 
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and salaries and retained the rest as profits. Depreciation of transportation equip¬ 
ment amounted to S21. Fuel inventories of transportation companies increased 
$10 during the year. 

Steamship companies purchased S84 of steam engines, of which $46 were 
acquired in Aurora and the rest in foreign dry docks. 

Directions 

1. Prepare an inpuf^output table for Aurora for 1956, using the following 
industries: minerals, manufacturing, agriculture, transportation, trade, stocks, 
private fixed capital, government, rest of world, and households. 

2. Prepare a condensed gross national product account and a condensed saving 
and investment account; however, give as much detail in each as you are able. 



CHAPTER 25 


FLOW-OF-FUNDS ACCOUNTS 


They watched the money flows some more to check what they’d explained. 

The business cycle cyked. The flows of money waxed and waned. 

And while they looked, the flows increased as bulls began to buy. 

This made the Carpenter exclaim, “/ can't see where or why 
Expansion gets its start. It's clear the bulls are spending more, 

And clearly others spend as much as they spent heretofore; 

But still the bulls tnust borrow to obtain the cash they spend, 

And what they need to borrow, lo, the others have to lend. 

Morris A. Copeland, A Study of Moneyflows in the United States, National 
Bureau of Economic Research, New York, 1952, p. 323. 

Professor Copeland’s carpenter was not perplexed without cause. He had 
observed that every time money changed hands, one person was the 
payor and the other the receiver. As holdings of the latter increased, so 
invariably did those of the former decrease. Yet as if by magic the total 
circulating media grew and shrank according to the demands of traders. 

Behind the scenes, however, the magician’s secrets are quickly unfolded. 
There is a difference between financial obligations and circulating media 
which the carpenter did not readily see. The former are a body of claims, 
both long- and short-term, while the latter consist of certain short-term 
claims only. Thus currency and deposits are circulating media as well 
as financial obligations (of the banks or monetary authority), but long¬ 
term claims—such as stocks and bonds—are financial obligations alone. 
A study of monetary expansion demands an inspection not of net financial 
obligations outstanding but of their changing composition and of the 
extent to which they become and cease to be circulating media. 

The flow-of-funds accounts, first published by Professor Copeland in 
1952 and later developed and brought up-to-date by the Federal Reserve 
Board, are designed to meet this objective. They are statements of 
sources and uses of funds for ten sectors of the economy. Like national 
product accounting, the flow-of-funds accounts employ a quadruple- 
entry system, in which entries are balanced within each sector account, 
while at the same time they have crosswise contra-entries in other sector 
accounts. 
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In introducing the flow’-of-funds accounts, the Federal Reserve Board 
has compared them to balance of payments statements. They are said 
to be an adaptation to domestic economic analysis of accounting principles 
developed to record international transactions. The similarities are 
striking. The balance of payments is an interrelated set of accounts 
reporting international movements of goods, services, donations, financial 
claims, and monetary gold. The flo\v-of-funds accounts report movements 
in the same items for ten sectors of the country’s economy. 

There are nevertheless two major differences between balance of 
payments statements and flow-of-funds accounts. In the first place, the 
balance of payments is consolidated; transactions among residents of the 
reporting country are eliminated. In the flow-of-funds accounts, there 
are consolidated statements of sources and uses of funds for three sectors, 
but the remainder—for reasons to be seen later in this chapter—are best 
presented unconsolidated. In the second place, the flow-of-funds accounts 
cover only transactions settled in some form of currency or credit, whereas 
balance of payments statements encompass all economic intercourse 
between residents and foreigners, including barter, gifts in kind, and 
other transfers not involving an exchange of financial obligations. 


EXAMPLE 

It would be too cumbersome to illustrate the accounting for all ten 
sectors by the same techniques employed in Chapters 17 and 18 for the 
national product accounts, since the entry for a single item might involve 
twenty columns ten debits and ten credits. To make the illustration 
simpler, without any sacrifice of principle, let us examine the accounts of 
a sample community divided into only four resident sectors—banking, 
business, the central government, and consumers—and one foreign sector, 
the rest of the world. A statement of sources and uses of funds will be 
prepared for each sector, similar to those studied for individual enter¬ 
prises in Chapters 6 and 11 but involving a wider range of transactions. 

In this illustration, all credits represent sources and all debits uses of 
funds. Transactions involving no flow of funds are discussed but are not 
included in the entries. All entries are divided into nonfinancial, covering 

movements in goods, services, and donations, and financial, covering 
changes in assets and liabilities. 

During 1956 residents of the Country of Titania engaged in the follow¬ 
ing transactions. The description of each transaction is followed by an 
examination of its effects on the statements of sources and uses of funds 
tor all sectors, and the entry to be recorded. 

Transaction (1). Residents of Titania received $632 in wages and 
salaries from the following sectors: 
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Payment by 

Total 

Check 

Currency 

Banks 

S 35 

$ 2 

$ 37 

Business 

540 

16 

556 

Consumers 

4 

8 

12 

Central government 

24 

— 

24 

Rest of the world 

3 

— 

3 

Totals 

$606 

$26 

$632 


Although making cash payments of $556, businesses debited only $535 
to wages and salaries in their profit and loss accounts. These two amounts 
are reconciled as follows: 


Wages and salaries, per profit and loss statements $535 

Less: Wages paid in kind 15 

$520 

Add: Decrease in accrued wages payable 36 

Cash payments $556 


Entry (1). Wages are recorded on a cash basis in the flow-of-funds 
accounts, not because cash accounting is conceptually preferable to 
accrual, but because the Federal Reserve Board derives its data' from 
social security figures, and these cover cash payments only. Hence the 
business sector shows a nonfinancial flow (debit) of $556 for payroll, 
offset by a financial flow (credit) of the same amount in currency and 
deposits. 

Payments by all sectors were made either in currency, a liability of 
the central bank or Treasury, or by check, an instrument for transferring 
liabilities of banks on deposit account. Consumers received a net amount 
of $620 (their receipts of $632 minus their payments of $12) in asset 
claims against the central bank, Treasury, and commercial banks. This 
is debited to their currency and deposit assets. Conversely, currency and 
deposit assets are credited (decreased) $556 for business, $24 for govern¬ 
ment, and $3 for the rest of the world. In the case of the banking sector, 
however, currency and deposits are liabilities, regardless of whether they 
are obligations of banks (e.g., deposits and bank notes) or of the Treasury 
(e.g., silver certificates). 

All monetary activities of the Federal government, including the 
issuance of currency, monetary gold and silver movements, and trans¬ 
actions of the Exchange Stabilization Fund and the Postal Savings 
System, are entered in the banking sector. This accounting makes possible 
the gathering of all monetary liabilities and reserves in a single account 
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and avoids the necessity of distinguishing between financial instruments 
(such as silver certificates and Federal Reserve notes) when such dis¬ 
tinctions are a matter of indifference to holders. In this connection, the 
Treasury is divided into two accounting units, just as it was for purposes 
of the statement of member-bank reserves, Reserve bank credit, and 
related items, which was described in Chapter 13. Transactions in assets 
and liabilities of Treasury monetary funds are included in the banking 
sector, while general Treasury transactions (issuance of government 
securities, collection of taxes, etc.) are carried on in the government sector. 



Banking 

Business 

Consu mers 

Govern¬ 

ment 

Rest of 
world 


Dr. Cr. 

Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

Dr. Cr. 

(1) Nonfinancial: 

Payroll 

37 

556 

12 

632 

24 

3 

Financial: 

Currency and deposits: 
Assets 


556 

620 


24 

3 


Demand deposits* 62 

Government 
deposits 24 

Foreign deposits, 
net 3 

Currency outside 
banks 2 

•Covering “demand deposits adjusted”-i.e., excluding Federal government and 
foreign deposits, interbank deposits, and cash items in process of collection. 

Debits and credits to entry (1) are equal within each sector account 
and are in crosswise balance as well. In some instances, however, break¬ 
downs are given in certain sector accounts but not in others. For example, 
the movements in currency and deposits are recorded as single items for 
sectors that hold them as assets but are divided into their component 
parts for the banking sector. A single subdivision (e.g., demand deposits) 
may not appear to be balanced across the line, but crosswise debits and 
credits to currency and deposits as a whole are equal. 

Currency and deposit assets may turn over many times among busi¬ 
nesses, consumers, and foreigners, and their total will not change. When 
banks make payments, however, currency and deposit assets of the 
remaimng sectors increase. In the present transaction, the payment of 
r by banks is associated with a net increase in money held by others 
(increase of $620 for consumers, minus decreases of $556 for business 
$24 for government, and $3 for the rest of the world). These changes are 
fleeted m the liability accounts of the banking sector (increase of $62 

private domestic demand deposits plus increase of $2 in currency notes 



456 AGGREGATE ACCOUNTS 

outstanding, minus decreases of S24 and S3 in government and foreign 
deposits, respectively). The change in currency liabilities results from the 
payment of S2 in currency notes by banks, which—unlike payments 
by business and consumers—constitutes a new injection of currency 
outside banks. 

Government and foreign deposits are shown separately from (private 
domestic) demand deposits in order to facilitate analysis of fiscal and 
monetary policy and international moneyflows. There has been an 
increase of SG4 in money held by private residents (S62 of deposits and 
$2 of currency) resulting from wage payments of $37 by banks, $24 by 
the government, and S3 by foreigners. 

Monetary receipts and disbursements by the government and by 
foreigners (in transactions with residents) have an influence on the money 
supply that is well-recognized in studies of fiscal policy and international 
economics, respectively. Receipts and payment by banks have sub¬ 
stantially the same effect, but banks’ profit and loss operations—as 
opposed to their lending functions—are but a minor factor in monetary 
expansion and contraction. 

Transaction (2). Consumers purchased $312 from business, including 
$240 of nondurable goods and $72 of durables. They paid S230 in cash 
for the nondurables and bought the rest on account. They made down 
payments of $12 for the durable goods and financed the remainder 
through consumer loans by banks. 

Entry (2). These purchases and sales are entered as nonfinancial flows 
under the general category “other goods and services,” debits for con¬ 
sumers and credits for business. Durables and nondurables are entered as 
a single item (sales) in the business account, since business accounting 



Banking 

Business 

Consumers 


Dr. Cr. 

• 

O 

• 

Q 

Dr. Cr. 

(2) Nonfinancial: 




Other goods and services: 

Sales 


312 

72 

Durable goods 



Nondurable goods 



240 

Financial: 




Currency and deposits: 

Assets 


302 

242 

Liabilities: 




Demand deposits 

60 



Trade credit: 

Assets 

Liabilities 

Bank loans: 

Assets 

60 

10 

10 

60 

Liabilities 
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data do not give adequate breakdowns of sales into such categories as 
consumer durables, consumer nondurables, business inventories, and 
business capital expenditures. The movements in cash, trade accounts, 
and bank loans are financial flows. There is a net increase of S60 in 
deposits, since banks have credited business deposits with S72 on account 
of their installment sales to consumers, whereas consumers have drawn 
only $12 from their deposits. The movement in accounts receivable and 
payable registers some short-term financing (i.e., until bills become due 
at the end of the month) of consumers by business, but, unlike the $60 of 
consumer credit from banks, it is not associated with monetary expansion. 

Transaction (3). Business enterprises purchased S3,377 of merchandise 
from each other, of which SI,540 consisted of additions to fixed assets 
and SI,837 increases in inventories. They paid S3,252 in cash and bought 
S125 on credit. In order to make the cash payments, however, it was 
necessary to borrow SI,433 from banks. During the course of the year 
they consumed inventories of SI,650 in connection with current pro¬ 
duction and sales. 


Entry (3). In consolidated accounts, there would be no entry covering 
interbusiness purchases and sales for current production. The business 
account, however, is combined rather than consolidated. Interbusiness 
transactions have an important bearing on financial and credit re¬ 
lationships within the community and on its volume of employment. 
Data on them are therefore useful to economic studies. 

Sales are credited S3,377 in the business account, but debits to pur¬ 
chases also in the business account—are divided among operating 
goods and services (i.e., cost of goods sold) of SI,650, increase in inven¬ 
tories of $187 (or $1,837 minus SI,650), and capital expenditures of 
$1,540. As indicated in connection with entry (2), business accounting 
data do not distinguish among different types of sales; indeed, enter¬ 
prises do not normally know whether their customers buy merchandise 
to build up inventories, to consume in connection with operations, or to 
resell to others. On the debit side, however, it is possible to make these 
distinctions by reference to appropriate items in the profit and loss 
statement and balance sheet. 


Business deposits are increased $1,433 on account of borrowing from 
banks. Interbusiness payments, however, do not affect the currency 
and deposit account, since the latter records only net changes in the 
monetary assets of all businesses together. Trade credits are entered as 
both assets and liabilities of businesses 

mIw d, T in ? d ° wn of inventories (SI,650) is entered on a current- 

ZZu u U - 3518 rather than m °> m °’ or whatever other principle is 

iWnt^J >U “, ne8 f. ente 7 riseS - In other words * * incorporates the same 
inventory valuation adjustment as the national product accounts For 
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Banking 

Business 


Dr. Cr. 

Dr. Cr. 

Nonhnancial: 

Other goods and services: 

Sales 


3,377 

Operating 


1,650 

Capital expenditures 


1,540 

Change in inventories 


187 

Financial: 

Currency and deposits: 

Assets 


1,433 

Liabilities: 

Demand deposits 

1,433 


Trade credit: 

Assets 


125 


Liabilities 
Bank loans: 
Assets 
Liabilities 


1,433 


125 


1,433 


example, let us suppose that on a fifo basis business enterprises show cost 
of goods sold of SI,673 and inventory increase of S164. To convert to 
current market prices, the inventory valuation adjustment is plus $23. 
This amount is added to the inventory change (S164 plus S23 is $187) 
and subtracted from cost of goods sold ($1,673 minus $23 is $1,650), and 
the adjusted amounts are entered in the flow-of-funds accounts, as shown 
above. 

Transaction (4). Country banks increased their deposits in city banks 
by SI 19 during the year. 

Entry (4). Deposit assets of country banks and deposit liabilities of city 
banks have both increased $119. There is no entry in the main accounts, 
however, because the banking account—unlike those of most other 
sectors—is consolidated. 1 Interbank deposits are not part of the money 
supply in the same sense as deposit accounts of private transactors; 
they exist largely to facilitate interbank settlements and to expedite 
transfers of money from one part of the country to another. To provide 
better understanding of the relationship of banks (and government 
monetary funds) as a whole vis-ii-vis all other persons and institutions, 
monetary studies require that movements in these deposits be eliminated 
from the flow-of-funds accounts. 

Transaction (6). Banks and business enterprises paid dividends and 
interest, as follows: 

i The Federal Reserve Board does publish subsector accounts which cover interbank 
movements. The totals of these accounts may be reconciled with the main banking 
sector account. 
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Paid by 
banks 

Paid by 
business 

Total 

Interest: 




Banks 

5* 

- 

5 

Business 

17 

82 

99 

Consumers 

8 

15 

23 

Rest of world 

— 

1 

1 

Total 

30 

98 

128 

Dividends: 




Banks 

4* 

39 

43 

Business 

43 

32 

75 

Consumers 

17 

13 

30 

Rest of world 

— 

2 

2 

Total 

64 

86 

150 

Total payments 

94 

184 

278 


* Eliminated in consolidation (see text). 

Entry (5). All movements are debited to nonfinancial flows of the 
paying sector and credited to those of the receiving sector except trans¬ 
actions between banks (marked by asterisks). The latter are eliminated 
from the consolidated banking account. Because the business account is 
combined rather than consolidated, interbusiness payments are not 
eliminated. 

In the financial accounts, currency and deposit assets of all sectors 
are increased or decreased by their net receipt or payment (e.g., business 
received $99 interest and $75 dividends and made total payments of 
$i84; hence there is a net decrease of $10 in business assets). Currency 
and deposit liabilities of banks are increased by total bank payments of 
$94 and decreased by bank receipts of $5 for interest and $43 for divi¬ 
dends; hence there is a net increase in circulating media of $46. 



Banking 

Business 

Consumers 

Rest of world 


Dr. 

Cr. 

Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

(5) Nonfinancial: 






Interest 

Dividends 

Financial: 

25* 

60* 

391 

98 99 

86 75 


23 

30 

1 

2 

Currency and deposits: 







Assets 

Liabilities: 


* 

10 

53 


3 

Demand deposits 


43 





Foreign deposits, net 


3 






* Covers payments by banks less interbank payments. 
T Covers dividends paid by business to banks. 
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Transaction (6). Proprietors and partners made net withdrawals of 
S18 from their enterprises (distribution of profits minus net new invest¬ 
ment). They took S14 in cash and S4 in merchandise. 

Entry (G). As explained in Chapter 11, no distinction is made between 
the distribution of earnings of an unincorporated enterprise and a 
liquidation of its investment. Theoretically, the former is a nonfinancial 
flow and the latter financial, but accounting systems cannot distinguish 
between them. A debit of S14 is entered in the business account as net 
withdrawals by proprietors, covering the amount of cash taken out. The 
$4 in merchandise is not entered because it is not a transaction in money 
or credit. 

Business Consumers 
Dr. Cr. Dr. Cr. 


(6) Nonfinancial: 

Net withdrawals by proprietors 
Financial: 

Currency and deposits—assets 


14 


14 


14 14 


Transaction (7). Construction companies sold $22 of buildings to 
banks, for which payment was made in cash. 

Entry (7). This amount is credited in the business account to sales and 
debited in the banking account to construction and equipment, under the 
transaction category ‘‘other goods and services.” 

Banking Business 
Dr. Cr. Dr. Cr. 


(7) Nonfinancial: 

Other goods and services: 

Sales 

Construction and equipment 
Financial: 

Currency and deposits: 

Assets 

Liabilities: 

Demand deposits 


22 



22 


22 


Transaction (8). Consumers withdrew $11 and business enterprises 

$18 in currency from banks. . 

Entry (8). There is a readjustment of liabilities of the banking sector, 

in that currency is substituted for deposits. In the business and consumer 

sectors, where currency and deposits are carried as the same item, no 

entry is required. 

Dr. Cr. 


(8) Financial: 

Currency and deposits—liabilities: 
Demand deposits 
Currency outside banks 
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Transaction (9). Taxes (other than income and profits taxes) were 
paid, as follows: 


By banks 

S 25 

By businesses 

122 

By consumers 

57 

Total 

S204 


Taxes of banks and businesses were paid by check. Consumers paid $48 
by check and $9 in currency. 

Entry (9). A nonfinancial movement is recorded for taxes, debit in the 
paying sector and credit for the government. Currency and deposit assets 
of businesses and households are reduced by the amount paid. 

Government currency and deposit assets are increased by the full 
amount collected ($204). In the banking sector, there is an increase in 
government deposit liabilities for $195, the amount paid by check. 
Demand deposits of the private sectors are decreased $170, the amount 
which businesses and consumers paid by check. Since the government’s 
receipts of currency ($9) have been deposited in the Treasury, there is a 
decrease in currency outside banks, and an increase in Treasury cash. 



Banking 

Business 

Cons inners 

Government 


Dr. Cr. 

Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

(9) Nonfinancial: 






Taxes 

Financial: 

25 

122 

57 


204 

Currency and deposits: 






Assets 

Liabilities: 


122 


57 

204 

Demand deposits 

170 





Government deposits 
Currency outside 

195 





banks 

9 





• Treasury cash 

9 






Treasury cash covers movements in currency held by the Treasury. It 

of !h“ blh y th ® bankin S sector, which issues currency, and an Let 
of the government sector, which holds it. If the Treasury holds Federal 
Reserve notes, it has a claim against the Federal Reserve banks. If it 

ehS’nated' in rn ?■ haS l ° laim against itself - The latter claim is not 
eliminated m consolidation, however, because the Treasury is treated 

funds° a a r CC ° Un t tln f g ^ m ?' ^ iSSUGrS ° f Silver certificat es, Treasury monetary 

general Treaiir bank j"i SeCt ° r; - » holder of silver certificates, tZ 
g Treasury is part of the government sector 

in the present transaction, the Treasury received *9 of currency from 
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its general operations (collection of taxes), and this amount is entered as 
a liability (Treasury cash) of the banking sector (Federal Reserve banks 
or Treasury monetary funds) tothe government sector (general Treasury), 
where it is included in the $204 debit to currency and deposits. This 
accounting is consistent with that employed in the statement of member- 
bank reserves, Reserve bank credit, and related items (see Chapter 13), 
movements in Treasury cash being identical in the two statements. 

Transaction (10). Business corporations and banks paid profits taxes 
of $230 and $33, respectively, covering earnings in the year 1955. Their 
accrued profits taxes for 1956, which were $137 and $41, respectively, 
were payable early in 1957. 

Consumers paid income taxes of $92 on their estimated 1956 incomes, 
with the expectation of making a final settlement of $12 in 1957. Since 
they had overpaid their 1955 taxes on the basis of estimates made during 
that year, they received refunds of $8 early in 1956. All payments were 
made by check. 

Entry (10). For reasons already indicated in Chapters 6 and 11, tax 
payments are entered on a cash rather than an accrual basis. Only 
payments made in 1956 are recorded. These include $230 for corporate 
business, $33 for banks, and $92 for consumers. The S8 refund paid to 
consumers during 1956 is entered as a separate item. 

Banking Business 
Dr. Cr. Dr. Cr. 

(10) Nonfinancial: 

Corporate profits tax 33 230 

Individual income tax 
Tax refunds 
Financial: 

Currency and deposits: 

Assets 230 

Liabilities: 

Demand deposits 314 
Government deposits 347 

Transaction (11). The central government purchased $144 of goods 
and services from business, for which it paid $136 in cash and took the 
rest on account. In addition, it paid $19 to business on account of pur¬ 
chases made in 1955. 

Entry (11). The purchases and sales are entered as nonfinancial flows, 
and movements in currency and deposits and trade credits as financial. 
Currency and deposits of S155 (or S136 plus $19) are transferred from 
government to business, and there is a net decrease of Sll (or $155 minus 
$144) in accounts payable of government and accounts receivable of 

business. 


Consumers Government 
Dr. Cr. Dr. Cr. 

263 

92 92 

8 8 


84 347 
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Banking 

Buzinas 

Government 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

(11) Nonfinancial: 




Other goods and services 

Financial: 


144 

144 

Currency and deposits: 




Assets 

Liabilities: 


155 

155 

Demand deposits 

155 



Government deposits 

155 



Trade credit: 




Assets 

Liabilities 


11 

11 

Transaction (12). Banks paid $10 

and households S89 

in rent to 


business enterprises. 


Entry (12). The nonfinancial transaction is entered as rent. Only cash 
or accrued rents are included; no imputed payments are calculated for 
the flow-of-funds accounts. 



Banking 

Business 

Consumers 


Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

(12) Nonfinancial: 





Rent 

Financial: 

10 


99 

89 

Currency and deposits: 





Assets 

Liabilities: 


99 


89 

Demand deposits 

10 





Transaction ( 13 ). The central government paid $27 in veterans’ 
bonuses and made cash grants of $61 in economic and military assistance 
to foreign countries. 

Entry (13). Cash donations are entered as nonfinancial flows under 

“grants and donations.” Transfers from government deposits to those of 

consumers and foreigners are recorded in the liabilities of the banking 
sector. 



Banking 

Consumers 

Government 

Rest of world 


Dr. 

Cr. 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

(13) Nonfinancial: 






Grants and donations 
Financial: 



27 

88 

61 

Currency and deposits: 






Assets 

Liabilities: 



27 

88 

61 

Demand deposits 
Government deposits 

88 

27 




Foreign deposits, net 


61 
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Since the payment to foreigners is recorded in the liabilities of domestic 
banks (foreign deposits) and in the assets of the rest of the world, it would 
appear that a transfer of balances in domestic banks is assumed. This 
may not be the case, however, for the government may ask banks to 
draw on their deposit accounts with correspondent banks abroad to cover 
the donation, thus decreasing their own assets and the liabilities of foreign 
banks. The entry would not be changed by this assumption. All move¬ 
ments in deposit liabilities of resident banks to foreigners are entered net 
of movements in deposit liabilities of foreign banks to domestic banks. 
The word “net” appears after foreign deposits, above, to indicate that it 
covers movements in both assets and liabilities. Conversely, the asset 
entry under “currency and deposits” in the rest-of-the-world account 
records all cash movements regardless of whether they are in domestic 
or foreign currency and deposits. 

Transaction (14). The central government made donations in kind of 
SI7 to foreign governments. 

Entry (14). No entry is made. A donation in kind does not involve a 
flow of money or credit and is not included in the flow-of-funds accounts. 

Transaction (16). Consumers imported So and business enterprises S130 
of nondurable goods from foreigners. Business exported S122 to foreigners. 
All settlements were made through deposits in either domestic or foreign 
banks. 

Entry (15). Imports and exports are entered as nonfinancial flows. 
Settlements made through the banking system are recorded in liabilities 
of domestic banks and assets of the rest of the world, it being nevertheless 
understood that these items combine foreigners’ asset claims against 
domestic banks and foreign banks’ liabilities to residents. 



Banking 

Business 

Consumers 

Rest of world 


Dr. 

Cr. 

Dr. Cr. 

Dr. 

Cr. 

Dr. Cr. 

(15) Nonfinancial: 







Other goods and services: 







Purchases and sales 



122 



122 

Nondurable goods 
Operating 



130 

5 


135 

Financial: 







Currency and deposits: 







Assets 

Liabilities: 



8 


5 

13 

Demand deposits 
Foreign deposits, net 

13 

13 




• . • a 


Transaction (16). The central government sold S75 of securities to 
banks (including the central bank), $23 to business enterprises, and S29 


to households. 
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Entry (16). The sale of government securities constitutes a change in 
composition of the community’s financial obligations; there is no non- 
financial flow. The government has an increased long-term liability on 
account of the public debt, but it has obtained bank deposits in exchange. 
In sales to business and consumers, currency and deposit assets of these 
sectors have been decreased, but in sales to banks, new deposit liabilities 
have been created and placed at the disposal of the government. 


Banking 
Dr. Cr. 


Business 
Dr. Cr. 


(16) Financial: 

Currency and deposits: 
Assets 
Liabilities: 

Demand deposits 52 

Government deposits 
Federal obligations: 

Assets 75 

Liabilities 


Consumers Government 
Dr. Cr. Dr. Cr. 


127 


127 


127 


The transfer of $52 of business and consumer money to the government 
is a potentially deflationary force, because holdings of circulating media 
by the public have diminished. Government deposits, however, have been 
increased by a total of $127. Spending of these deposits-i.e., putting 
circulating media back in the hands of the public—is a potentially 
flationary force; and if the government spends its entire deposit of 

Tr’ T V S7S Wil1 have been in i e ^d into the economy. 

to!om“ banks " ^ S ° ,d $12 ° ° f g ~securities 

tofhfhnn 1 ?* Sinc f the u entral bank and corame ™*l banks both belong 

* aCCOU " tS *“ C0nS0lidated . - "O entry 

Transaction (18). The central bank purchased $63 of government 
securities from business, on the open market. government 

Entry (18). There is no nonfinancial flow, but the comDositinn nf 
financial obligations is altered. Business holdings of Federal obligations 

rpots™ r d bank hoidinBs in “ SS) 

P liabilities of banks are increased (credit), and assets of business 


(18) Financial: 

Currency and deposits: 
Assets 
Liabilities: 

Demand deposits 
Federal obligations—assets 


Banking 
Dr. Cr. 


Business 
Dr. Cr. 


63 
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are also increased (debit). These flows constitute an expansion of circu¬ 
lating media. 

Transaction (19). Foreign governments repaid $32 of loans from the 
central bank, in cash. 

Entry (19). There is a decrease (debit) in bank loans (long-term lia¬ 
bilities) of the rest of the world, offset by a decrease (credit) in net asset 
claims on account of currency and deposits. In the banking account, 
there is a decrease (credit) in loans (assets), offset by a decrease (debit) 
in foreign deposits. 


(19) Financial: 

Currency and deposits: 
Assets 
Liabilities: 

Foreign deposits, net 
Bank loans: 

Assets 

Liabilities 


Banking Rest of world 

Dr. Cr. Dr. Cr. 


32 


32 


32 


32 


Transaction (20). The central government paid interest of S44 on 
its outstanding obligations: S30 to banks, SI 1 to business, and S3 to 
consumers. 

Entry (20). Interest is recorded as a nonfinancial flow, with corre¬ 
sponding financial movements in the currency and deposit accounts. 



Banking 

Business 

Consumers 

Government 


Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

(20) Nonfinancial: 

Interest 

30 

ii 

3 

44 


Financial: 

Currency and deposits: 

Assets 11 3 44 

Liabilities: 

Demand deposits 14 

Government deposits 44 

Transaction (21). Consumers drew $34 from their demand deposits for 
deposit in savings accounts. 

Entry (21). There is no entry in the consumer account, since currency 

Banking 
Dr. Cr. 


(21) Financial: 

Currency and deposits—liabilities: 
Demand deposits 
Time deposits 


34 


34 
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and deposit assets apply to both checking and savings accounts. In the 
banking account, however, a distinction is made. 

Transaction (22). Foreign central banks purchased $41 of gold from 
the Titanian central bank, which in turn obtained the gold from the 
Treasury. 

Entry (22). Just as in the case of currency, Treasury transactions in 
monetary gold are entered in the banking account. The Treasury’s gold 
stock is treated as assets of that sector (and gold certificates, assets 
of the Federal Reserve banks and liabilities of the Treasury, are elimi¬ 
nated in consolidation). Purchase of gold by foreigners reduces the gold 
assets of the banking sector. 

As in balance of payments accounting, monetary gold is reckoned as an 
asset claim against foreigners (even though in fact it is not a claim but 
only similar to one). In a logical extension of this treatment, monetary 
gold losses by other countries to the United States (or Titania) are 
treated as increased liabilities of foreigners. Conversely, any monetary 
gold acquisitions of foreign countries from the United States (or Titania) 
become decreases in their liabilities. 

In the present transaction, there is a decrease (credit) in gold stock 
of the banking sector, and a decrease (debit) in foreigners’ gold “liabili¬ 
ties to Titania. 


(22) Financial: 

Currency and deposits: 

Assets 

Liabilities: 

Foreign deposits, net 
Gold movements: 

Gold stock (assets) 

Net gold exports to Titania (liabilities) 


Banking Rest of world 

Dr. Cr. Dr. Cr. 


41 


41 


41 


41 


(ofthe UnftPd c? a . bi f i r"u re referred to “ net «P°rfc to Titania 
t." U “ t ! d In the present illustration, the rest of the world 

bm ™”°?h d f ld from Titania, thus decreasing (debit) its gold “lia- 
binties. This decrease is a negative net gold export 

mini“ S compan'S' Centrl “ ba " k PUrChaSed •** ° f *°‘ d from d °“»*tic 
Entry (23). To the mining companies, this is a sale of merchandise 
n,irvvf d “ t nonfi ^ ancial flow - To the central bank, however it is not a 
stock!^ 6 ° f merchandise but the acquisition of a financial 'asset, gold 

baknce^OtW^nnT'^ T ^ “ which there 13 crosswise fin¬ 

er goods and services reflects a credit of $54 to business 
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with no offsetting debit in any other sector account. Financial flows, 
on the other hand, register a net increase in assets $54 greater than the 



Banking 

Business 

(23) Nonfinancial: 

Dr. Cr. 

Dr. Cr. 

Other goods and services—sales 

Financial: 

Currency and deposits: 

• 

54 

Assets 

Liabilities: 


54 

Demand deposits 

54 


Gold stock (assets) 

54 



net increase in liabilities. This imbalance, which is exceptional in flow- 
of-funds accounting, arises out of the peculiar position of gold and silver, 
the only forms of money that can lawfully be produced by private 
enterprise. 

This same problem of imbalance has led the balance of payments 
accountant to adopt the fiction that gold sold by domestic mining 
companies to the Treasury or central bank is, in effect, sold to foreigners 
(nonmonetary gold movement). If the same fiction were employed in the 
flow-of-funds accounts, there would be a debit to purchases of merchan¬ 
dise in the rest-of-the-world account, offset by a contra-credit to foreign¬ 
ers’ monetary gold “liability,” which would restore crosswise balance. 
However, there has been no change in foreigners’ gold holdings, and this 
treatment is not deemed appropriate here. 

Transaction (24). The Treasury purchased $31 of silver from domestic 
mining companies, paying for it by check drawn on its deposit with the 
central bank. It put this silver in its vaults and printed an equal value 
of silver certificates against it. By depositing these certificates in the 
central bank, it restored its account to the former level. 

Entry (24). This transaction involves the same type of crosswise 
imbalance noted in entry (23). Sales of $31 by silver mining companies are 
credited as a nonfinancial flow in the business account, but there is no 
nonfinancial contra-debit. Instead, there is a debit of $31 to Treasury 
currency in the banking sector account, representing the silver assets 
acquired by Treasury monetary funds. 

There is no net change in Treasury deposits with the central bank, 
because the withdrawal in payment of the silver purchase was subse¬ 
quently offset by a deposit of silver certificates. Instead, there is a 
currency liability of Treasury monetary funds to the central bank, which 
holds the silver certificates. This liability is eliminated in the consoli¬ 
dation of the banking account. The silver mining companies have m- 
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creased their bank deposits $31, and this amount is a new deposit liability 
of the consolidated banking sector. 


(24) Nonfinancial: 

Other goods and services—sales 
Financial: 

Currency and deposits: 

Assets 

Liabilities: 

Demand deposits 
Treasury currency (assets) 


Banking Business 

Dr. Cr. Dr. Cr . 


31 


31 



31 


Entries (23) and (24) are much the same, except that Treasury currency 
is debited in the latter where gold stock is debited in the former. These 
two items—gold stock and Treasury currency—reflect the same move¬ 
ments in the flow-of-funds accounts that they do in the comparative 
statements of member-bank reserves, Reserve bank credit, and related 
items discussed in Chapter 13. This consistency in different systems of 

social accounts greatly facilitates economic analyses in which both sets of 
statements are required. 

Transaction (26). Business corporations sold new securities of $121 to 
consumers, $185 to banks, and $154 to other business corporations. The 
latter included only securities held as current assets. (Investments in 
subsidiaries are not shown in the flow-of-funds accounts, since the 
accounts of parent companies and subsidiaries are consolidated.) 

Entry (25). There is no nonfinancial flow, but the composition of 
financial obligations of businesses, banks, and consumers is altered. The 
issuing corporations have increased liabilities (corporate securities) and 
increased assets (currency and deposits), while purchasing corporations 
and consumers have exchanged one asset (currency and deposits) for 
another (corporate securities). The banks have purchased an asset 

(ZZTTj SeCU .? t ri and at the Same time have seated a liability 
mecta^ deP ° Slts) ‘ The latter const itutes a net increase in circulating 



Banking 

Business 

Consumers 

(25) Financial: 

Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Currency and deposit*: 




Assets 

Liabilities: 


306 

121 

Demand deposits 

Corporate securities: 

185 



Assets 

Liabilities 

185 

154 

460 

121 
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Transaction (26). Consumers purchased new homes from business 
enterprises at a cost of $98, of which $22 was for land and the remainder 
for construction. 

Entry (26). The purchase of the homes ($76) is entered in other goods 
and services, under “sales” for business and “new homes” for consumers. 
Although the $22 is a real estate transfer, it will be combined with “new 
homes” in the consumer account (Table 25-4). 



Business 

Consumers 

(26) Nonfinancial: 

Other goods and services: 

Dr. Cr. 

Dr. Cr. 

Sales 

76 


New homes 


76 

Real estate transfers 

Financial: 

22 

22 

Currency and deposits—assets 

98 

98 


Transaction (27). Consumers sold existing houses for $86. Of these, 
$19 was sold to business enterprises to be torn down so that the land 
might become available for commercial construction; the remaining $67 
was sold to other consumers. 

Entry (27). A distinction is made in the consumer account between 
purchases of new and existing homes. The entire value of transactions in 
existing homes (including their land) is entered as real estate transfers. 
In the presentation of the consumer account, however, this amount will 
be described under the caption “existing homes.” 



Business 

Consumers 


Dr. Cr. 

Dr. Cr. 

(27) Nonfinancial: 

Real estate transfers 

19 

67 86 

Financial: 

Currency and deposits—assets 

19 

19 


Transaction (28). Business enterprises recorded depreciation of $72 
during the year. 

Entry (28). No entry is made for depreciation, since it does not cover a 
transaction between two economic units involving a payment of money 
or credit. 

Transaction (29). Business enterprises charged $3 to loss on uncollecti¬ 
ble accounts during the year, with offsetting credits to allowance for bad 
debts. They also charged off $1 of accounts receivable which were deter¬ 
mined to be worthless. 

Entry (29). A full discussion of the treatment of accounts receivable 
and the valuation adjustment appears in Chapter 11. Trade credits are 
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reduced by the full 83 charged to profit and loss, with an offsetting 
valuation adjustment for the same amount. 


Business 
Dr. Cr . 


(29) Financial: 

Trade credit—assets 
Valuation adjustment 


While theoretically there should be crosswise contra-entries in the 
accounts of the delinquent debtors, none is made because it is not known 
who they are. They may be businesses, consumers, banks, or nearly any 
other sector. Delinquent debtors sometimes do not write off accounts 
payable unless they have been adjudged bankrupt, and many (e.g., 
consumers) do not keep accounts at all. At any rate, their transactions 
are not reported in such a manner as to disclose gains from nonpayment 
and this fact causes a minor crosswise discrepancy between movements in 
trade credits of debtor and creditor sectors. 

These twenty-nine transactions are all that have taken place in the 
Country of Titania during 1956. They are summarized on a worksheet 
shown as Table 25-1. Since flow-of-funds accounting employs a quadruple- 
entry system, not only is each pair of columns balanced, but each item 
(with exceptions noted in the footnotes) is in crosswise balance as well. 
The crosswise flows, however, are not so “neat" as they are in the 
national income and product accounts (see Table 19-1), because debit 
transactions in one sector are sometimes labeled differently from their 
contra-credits in the same or another sector. For example, purchases of 
fixed assets by business are debits to “capital expenditures" for the 
buying enterprise but credits to “sales" for the seller. In Table 25-1 
both are entered as subsidiary items under the general category “other 
goods and services." All subsidiary items to any general category must 
be taken together when crosswise balance is considered. In “other goods 
and services” and “currency and deposits," where subsidiary items and 
entries are so numerous that crosswise balance cannot readily be dis¬ 
cerned among them, the total for the category is entered in italics. Unless 
otherwise noted in the footnotes, these totals are balanced across the line. 

’ h (T “ to 1 25-6 ’ mclusiv e, cover the statements of sources and 

f lt In studying them> the student 

^ 0£ debite '*■ 



Table 25-1 

Worksheet for Flow-of-funds Accounts of Titania, Year Ended December 31, 1956 
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Table 25-1 ( Continued) 



5 

o 

a 


co 

f'- 

<N 


8 

I 


■S 

flJ 


1 


•* 

O 

s 

u 

8 

a 

a 

cfl 

8 

•c 


a 
o 
o 

- 8 

g 3 

|i 

.11 

-I 

.3 § I 

•5 o 

— B3 y 

3 > g 

o o — 

3 o 
» C 
a o 

•- u 
* « 

° >» 
© O 

« a 

ii 

O U 
" & 
«i 

|J 
2% 
t 3 

•9 I 

2 a 
11 
:a 

11 

HO 


























FLOW-OF-FUNDS ACCOUNTS 


475 


Table 25-2 

BANKING SECTOR OF TITANIA 

Statement of Sources and Uses of Funds, Year Ended December 31, 1956 

Sources of funds 

Nonfinancial sources: 

Operating: 

Interest 3 q 

Dividends 39 0 

Net increase in liabilities: 

Deposits: 

Demand deposits, adjusted \ 547 

Time deposits, adjusted ’ 34 


1,547 

34 

358 

1 


22 

_9 1,971 
2,040 


Government deposits 3 gg 

Foreign deposits, net 2 

Currency: 

Currency outside banks 22 

Treasury cash 9 1 971 

Total sources of funds 2~04C 

Uses of funds 

Nonfinancial uses: 

Operating: 

Payroll gy 

Interest OK 

Rent I* 

Taxes 25 97 

Other: 

Construction and equipment 22 

Profits taxes oo 

Dividends 60 m 

Net increase in financial assets: 

Gold stock jg 

Treasury currency 31 

Bank loans . 

Investments: ’ 

Federal obligations 13g 

Corporate securities 185 1,828 

Total uses of funds 2~040 

memo: - 

Profits tax liability ^ 

o a ^apters 6 and U > covering the transactions of the Adams Store 

nd the Adams Corporation, respectively, it was necessary to eliminate 

entries for transactions not associated with flows of funds. In the present 

hustration, no entry was made for these transactions in the original 
accounting. ° 

3. Sources of funds are divided into nonfinancial sources and net 

babditie s- The former cover not only current income but also 
realizations on the sale of existing assets. Although decreases in liabilities 


_60 115 

13 

31 

1,461 

138 

185 1,828 
2,040 
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Table 25-3 

BUSINESS SECTOR OF TITANIA 

Statement of Sources and Uses of Funds, Year Ended December 31, 1956 


Sources of funds 

Nonfinancial sources: 

Operating: 

Sales and receipts from operations 

Rent 

Interest 

Dividends 

Other: 

Real estate transfers 
Net increase in liabilities: 

Bank loans 
Trade debt 
Corporate securities 
Total sources of funds 

Uses of funds 

Nonfinancial uses: 

Operating: 

Payroll 

Interest 

Taxes 

Operating uses not elsewhere included 
Other: 

Capital expenditures 
Change in inventories 
Profits taxes 
Dividends 

Net withdrawals by proprietors 
Net increase in financial assets: 

Currency and deposits 
Federal obligations 
Trade credit 
Corporate securities 

Valuation adjustment (bad debt charges) 

Total uses of funds 


4,138 

99 

110 

75 4,422 


1,433 

125 

460 2,018 
6,443 


556 

98 

122 

1,780 2,556 

1,540 

187 

230 

86 

14 2,057 


1,592 

-40 

121 

154 1,827 

_3 

6,443 


memo: 72 

Depreciation charges by business enterprises ^ 

. Profits tax liability 

are technically uses of funds, they are carried as negative items on the 

“sources” side for convenience in presentation. 

4. Uses of funds are divided into nonfinancial uses and net increases in 
financial assets. The former cover not only profit and loss debits for 
current consumption but also balance sheet debits for the acquisition o 
existing property. Although decreases in financial assets are techmca y 
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Table 25-4 

CONSUMER SECTOR OF TITANIA 

Statement of Sources and Uses of Funds, Year Ended 

Sources of funds 

Nonfinancial sources: 

Payroll 

Interest 

Dividends 

Grants and donations 
Tax refunds 

Net withdrawals by proprietors 
Sales receipts—homes 

Net increase in liabilities: 

Consumer credit: 

Banks 

Other 

Total sources of funds 

Uses of funds 

Aon financial uses: 

Durable goods 
Nondurable goods 
Services: 

Payroll 

Rent 

Taxes: 


December 31, 1956 


632 

26 

30 

27 

8 

14 

86 823 


60 

10 _70 
893 


72 

245 

12 

89 


Income 

Other 

Home purchases: 

New 

Existing 

Net increase in financial assets: 
Currency and deposits 
Federal obligations 
Corporate securities 

Total uses of funds 


92 

67 

98 

67 732 


11 

29 

121 161 
893 


"is “ negative items ° n the *■»-” - 

corporate profits tax and all di^triK *• y e * e ^ ter Pnses and excludes 

net vrithdrLaU b^p r „^ e T 0 ^ e t b rC.:» Pr0M 

together with purchasi ofreallte J u ,nduded in 

equipment. Dividends are entered as ' 
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Table 25-5 

GOVERNMENT SECTOR OF TITANIA 
Statement of Sources and Uses of Funds, Year Ended December 31, 1956 

Sources of funds 


92 • 

263 

204 559 
127 

-11 116 
675 

Uses of funds 

24 

44 

88 

8 

144 308 

367 

675 


Table 25-6 
REST-OF-THE-WORLD SECTOR 

Statement of Sources and Uses of Funds, Year Ended December 31, 1956 

Sources of funds 

Nonfinancial sources: 

Investment income from Titania: 

Interest 
Dividends 

Other goods and services (sales to Titania) 

Grants and donations 
Net increase in liabilities: 

Net gold exports to Titania 
Bank loans 

Total sources of funds 

Uses of funds 

Nonfinancial uses: 

Goods and services (purchases from Titania) 

Net increase in financial assets: 

Currency and deposits 
Total uses of funds 
memo: 

Federal government payments-in-kind abroad 


1 

2 

135 

61 199 

-41 

-32 -73 
126 


125 
1 

126 


Nonfinancial sources: 

Tax receipts: 

Individual income taxes 
Corporate profits taxes 
Other taxes 

Net increase in liabilities: 
Federal obligations 
Trade debt 

Total sources of funds 

Nonfinancial uses: 

Payroll 

Interest 

Grants and donations 
Tax refunds 

Other goods and services 
Net increase in financial assets: 
Currency and deposits 
Total uses of funds 


17 
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are considered income by the recipient company, but as “other uses,” 
since they are not charges to net earnings of the paying company. 

“Operating” in this sense has a different meaning from that employed 
in business profit and loss statements. In the latter, such items as interest 
and dividends received and interest paid are excluded from operating 
profit (but included in net profit) because they relate to financing the 
enterprise rather than to its physical operations. In the economist’s 
statement of funds, on the other hand, they are labeled “operating” 
in order to distinguish them, together with other profit and loss items, 
from distributions of profit and transactions in existing property. 

6. Although depreciation, profits tax liability, and transactions in 
kind are not included in the regular transaction categories, they are 
nevertheless carried as memoranda in the banking, business, and rest- 
of-the-world accounts. Depreciation is a significant factor in business 
decisions regarding investment, and profits tax liability is sometimes 
more useful information than payments in cash. Government grants in 
kind to other countries sometimes have a bearing on financial settlements 
with foreigners, and data on them may be helpful in analyzing the rest-of- 
the-world account. 


Since the current chapter is not intended to be comprehensive but only 
to cover the basic structure of flow-of-funds accounts, the illustration of 
l itania does not include all the statements of sources and uses of funds 
or all transaction categories published by the Federal Reserve Board. 
I tie transactions covered, however, are representative. If a student under¬ 
stands the accounting for a general business sector, he will equally well 
understand the separate accounting for a corporate nonfarm business 
sector, a noncorporate nonfarm business sector, and a farm sector. If he 
understands the meaning of entries for Federal obligations in the accounts 
,, Va " OUS sectors, he will also understand those for state and local 
bhgations, and it is not necessary to include both in the illustration 

statements of sources and uses of funds are published by the Federal 
Reserve Board for the following sectors: *eaerai 


Consumers 

Corporate business (except farms) 
Unincorporated business (except farms) 
Farm business 
The Federal government 


State and local governments 
The banking system 
Insurance companies 
Other institutional investors 
The rest of the world 


Unconsohdated statements are prepared for all but three sectors The 

creat on or 0 ^ 18 transactions fn“g ^ 

creation of money may be shown in a single statement Th* pCi , 
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internal activity among different branches. There is no more reason to 
include transactions between the Treasury Department and the Depart¬ 
ment of Agriculture, for example, than those between the treasurer’s 
office and production department of a business enterprise. Finally, the 
rest-of-the-world account is consolidated so that the focus will be on 
transactions in which residents participate, and not on economic activities 
of foreigners among themselves. 

The following transaction categories, some of which are further sub¬ 
divided, are distinguished in the different statements. 


Nonfinancial 

Payroll 

Interest 

Dividends and branch profits 
Rents and royalties 
Insurance premiums 
Insurance benefits 
Grants and donations 
Taxes 

Tax refunds 

Net withdrawals by proprietors 
Real estate transfers 
Other goods and services 


Financial 

Currency and deposits 
Gold and Treasury currency 
Trade credit 

Bank loans not elsewhere classified 

Federal obligations 

State and local obligations 

Corporate securities 

Mortgages 

Miscellaneous financial transactions 


Their focus on financial movements distinguishes flow-of-funds ac¬ 
counts from other social accounting systems that deal with domestic 
economic activity. Both national income and product accounts and 
input-output tables emphasize real flows—transactions in goods and 
services—and admit financial flows only as a single figure covering net 
foreign investment. This difference in emphasis influences the accounting 
structure and the manner of classifying items. 

In Chapter 24, covering input-output tables, a captive coal mine was 
cited in illustration of the dual-industry nature of some large producing 
corporations. A mine owned by a steel company is classified in a separate 
industry (coal) from that of its parent (steel). Such dissection is not 
feasible in flow-of-funds accounting, for the financial affairs of both 
activities are subject to the decisions of a unified management and should 
be treated in the same account. Whereas delineations among sectors are 
based on type of economic activity in the input-output tables, in flow- 
of-funds accounts they are made on the basis of economic units. 

Classifications in the national income and product accounts are based 
partly on the form of economic unit and partly on type of activity. 
Current activities of businesses, for example, are entered in the business 
account, those of governments in the government account, and so on. 
The consolidated saving and investment account, however, covers trans- 
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actions by all resident sectors for certain types of economic activity 
(saving and investment). Saving is entered separately by sectors, but 
the extent to which the saving of all sectors is invested at home or 
abroad, or used to finance a government deficit, is shown in the aggregate. 
The financial instruments through which saving by one sector is made 
available for real investment or to cover a deficit by another are not 
revealed, for intersectoral claims (except those against foreigners) are 
eliminated in consolidation. In Chapter 3, it was pointed out that saving 
by one person is placed at the disposition of another either through lend¬ 
ing or by the acceptance of cash. The relationships between these financial 
flows and movements of real goods and services are emphasized in flow- 
of-funds accounts, because the latter do not single out certain inter¬ 
sectoral transactions for consolidation on the basis of a type of activity. 

Flow-of-funds accounts are in a very early stage of development. Like 

any other accounting system, their form and structure depend on the ends 

they are intended to serve and whatever experience is gained from their 

application. The accounts described in this chapter, however, have not 

yet stood the test of time. They were constructed largely on the basis of 

theoretical judgments and prognostications concerning the types of 

analyses to which they will be put. Only when this application is in fact 

made, and statements of funds find their way into arguments on business 

cycles, employment theory, and the like, will the “ test pilots ” of economic 

analysis have a chance to discern structural flaws and point the wav to 
improvement. J 


PROBLEM 

du “-° f thC C ° Untry ° f Yo,anda engaged in the following transactions 

payment of^,590 I PriS6S and SalarieS for S4 ’ 602 but made cash 

accoin^ofT 8 en . t€rp . rises debited interest expense $865, including S318 on 

2 f b0 7T ng r ° m consumers - *206 on account of borrowing from other 
businesses, and the remainder on account of borrowing from banks CalZZ 

ments of interest, however, amounted to $312 to consumers, $217 to other 
business enterprises, and $417 to banks. 

wfict“ty“ rPriSeS debited misceU “— *— for *531, but only *468 
comparand ° f from other domestic 

( ) Business enterprises constructed capital equipment of $485 for their own 
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use. They also sold S899 of capital equipment to other business enterprises, for 
which payment was received in cash. 

(7) Businesses sold $S,443 of nondurable goods and $1,227 of durable goods 
to consumers. Payment of S9,lll was received in cash, and credit was extended 
for the remainder. 

(8) Consumers paid S108 of their debts to business on account of purchases 
made in 1955. 

(9) Business purchased $1,023 of new issues of corporate securities. They also 
purchased $2,117 of existing issues, of which $1,828 was sold by consumers and 
the remainder by banks. All security purchases were carried as current assets. 

(10) Business enterprises bought $204 of new issues of government bonds and 
sold $827 of existing issues to consumers and $432 to banks. 

(11) Bad debt charges by business enterprises during the year amounted to 
$102, but only $84 of accounts receivable was written off as uncollectible. 

(12) Business enterprises sold $4,187 of goods and services to the government. 
Their cash receipts on account of sales to government, however, were $4,227. 

(13) The government paid wages and salaries of $9,223, all in cash. 

(14) Government interest amounted to $3,220, but only $3,166 was paid in 
cash, as follows: 



Total expense 

Paid in cash 

Increase in 
accruals 

To business 

$1,413 

$1,302 

$m 

To banks 

1,012 

1,122 


To consumers 

430 

380 


To foreigners 

365 

362 

3 

Totals 

$3,220 

$3,166 

$ 54 


(15) The government paid rent of $106 to business enterprises in cash. 

(16) The government made cash grants of $822 and grants in kind of $417 to 
foreign countries. The latter amount is included in the purchases from business 
covered in transaction (12). 

(17) The government made tax refunds of $33 to business enterprises. 

(18) The government received interest of $112 on loans to foreign governments. 

(19) The central bank purchased $87 of gold from mining companies, which 
it paid for by check. 

(20) The Treasury purchased $53 of silver from silver mining companies, 
which it paid for by check. It issued $30 of silver certificates on the basis of its 
new silver assets and deposited them in its account in the central bank. Although 
it issued no currency notes against the remaining $23, the accounting treatment 
is the same as if notes had been printed and deposited in the Treasury. 

(21) Persons paid income taxes of $1,583 and other taxes of $127. They pai 

$1,540 by check and the remainder in currency. 

(22) Corporate profits taxes covering the year 1955 amounted to $3,227. 
Corporations had made advance payments of $1,238 on these during 1955, an 
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they paid the remainder in 1956. In addition, during 1956 they made advance 
payments of $1,607 on profits taxes for the year 1956. At the end of the year 
they had a further profits tax liability of S410. 

(23) Salaries of household servants amounted to $336, of which $112 was paid 
by check and the remainder in currency. 

(24) Consumers paid rent of $340 to other consumers and $360 to business 
enterprises. All payments were made in cash. 

(25) Proprietors of unincorporated businesses invested S3,826 in cash in their 
enterprises and took out a total of $4,992 in profit distribution and other 
withdrawals. 

(26) Consumers borrowed $422 from banks in order to finance purchases from 
business enterprises. They received $83 in cash, and the remainder was credited 
to their deposit accounts. 

(27) Banks loaned S385 to business enterprises. 

(28) Banks paid wages and salaries of $327. Payment of $300 was by check 
and the remainder in currency notes. There was no change in accruals. 

(29) Consumers sold houses and land to other consumers for $385. They 

purchased lots from business enterprises for S156 and had builders construct 
houses on them at a cost of $429. 

(30) The government paid $122 of unemployment benefits. 

(31) Consumers wishing currency withdrew $121 of silver certificates and $200 
of central bank notes from their deposit accounts. 

(32) Business enterprises receiving excess cash deposited $422 in their bank 
accounts. 


(33) Banks credited consumer savings accounts with $16 of interest 

(34) Consumers deposited $312 in their savings accounts. Their deposits 
consisted of $135 in currency notes and $177 drawn on their checking accounts. 

(35) Banks paid $213 in corporate profits taxes and $102 in other taxes. They 

purchased $350 of goods and services from business enterprises, which were paid 
ior in cash. * 

and 3 *!ns pUrchased government securities of $450 from business enterprises 
/oi I fr °. m cons o“ere. They sold government securities of $85 to foreigners. 

central ban^f T " ^ 5185 g ° ,d in their “counts the 

central bank of Yolanda. They then drew $135 from these accounts in order to 

Yolanda. anS ^ ^ ^ COmmerdal ^ * nd 535 from the government of 

$380 8) wr n USin ^ S I n !t rPriS f exported 8390 o f merchandise to foreigners, of which 
Smaind" ** System and credit extended for the 

ttSZZbST""* deP ° Sited *“ °' * -ount with 

(40) Depreciation of fixed assets by business enterprises amounted to $422. 
Directions 


Prepare statements of sources and uses of funds 

Crend^ n C ° nSU i mer ’ ^ ^^f-the-world sectors 
year ended December 31, 1956. 


the banking, business, 
Yolanda, covering the 



CHAPTER 26 


CONSISTENCY OF ACCOUNTING PRINCIPLES 


Except in balance of payments reporting, there is a strong tendency 
among economists to avoid the words “debit” and “credit.” Even when 
they are used in connection with a given set of accounts, efforts are often 
made to dissociate them from the terminologies of other accounting sys¬ 
tems. Enke and Salera, for example, write as follows: 

In some ways it is unfortunate that international economics assigns to the 
terms “credit” and “debit” meanings that are not strictly analogous to those 
used in standard double-entry bookkeeping. Fortunately there are some accept¬ 
able synonyms. Credits might be called “For-Us Claims,” or “Domestic Claims”; 
and debits might be called “For-Them Claims,” or “Foreign Claims.” Another 
solution might be to refer to credits as plus-items and debits as minus-items. 
Some people like to call credits “sales” and debits “purchases” but this is not 
entirely satisfactory. In any case, an event that increases the net claims for 
payment of the residents of a given nation, possibly by reducing their payments 
obligations, is a credit transaction in that nation’s balance of payments. 1 

Two confusions, all too prevalent in economic literature, appear in 
this one quotation. In the first place, there is the failure to understand 
that debit and credit rules stem from common foundations and are 
basically consistent in both business and social accounts. In the second 
place, there is a confusion of debits and credits with their contra-entries. 
A balance of payments transaction is not recorded as a credit because it 
happens to be associated with an increase in net claims on foreigners. It 
is so recorded because it is either (1) a provision of goods and services to 
foreigners, (2) a donation received, (3) a reduction in a foreign asset, or 
(4) an increase in a foreign liability and because the debit and credit rules 
have been so defined that these transactions are recorded as credits. 

The aversion of economists to “debit” and “credit” has led to a variety 
of substitute terms, with two unfortunate results. In the first place, they 
obscure the consistency of debit and credit applications in different 
accounting systems. This consistency is important to economic analysis, 
particularly where two accounting systems (e.g., national product and 

i Stephen Enke and Virgil Salera, International Economics, 2d ed., New York, 
Prentice Hall, 1951, p. 73. Used by permission. 
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balance of payments) are used in conjunction with each other. In the 
second place, they ordinarily have other meanings in everyday parlance 
that rarely fit all the circumstances they are called on to express. The 
terms “receipts” and “payments,” and plus and minus items in the 
balance of payments, which were discussed in Chapter 23, are among these 
substitutes. 

“Debit” and “credit” are Latin words, whose etymology indicates 
that they were originallj' applied to assets and liabilities, respectively. 
A debit records an increase in an asset because it refers to a claim on 
another person (“he owes”), and a credit records an increase in a liability 
because it refers to a claim by another person (“he trusts”). Some 
accountants would find philosophical explanations for other uses of 
debit and credit. For example, by strict adherence to its etymologi¬ 
cal origins, debit should refer only to asset claims, but in fact it 
covers real assets as well, such as buildings. Though it may be argued 
that a building “owes” services to its owners, it is hard—and somewhat 
useless—to justify all rules of debit and credit in this way. Rather, 
let us say that there are certain equational relationships among different 
items, and the debit and credit rules have been so defined that whenever 
a change in one variable is expressed as a debit, the corresponding change 
in another (or others) must be entered as a credit. 

Iwo “equations” (which are not really equations, but definitions) 
stand at the foundation of double-entry accounting. According to the 
balance sheet equation, net worth is defined as the excess of an accounting 
unit s assets over its liabilities. The profit and loss equation states that 
income minus consumption equals net profit. Since net profit (unless 
distributed to other accounting units) serves to increase the unit’s net 
worth, the two equations are closely related. Indeed, the debit and credit 
rules of the latter are derived from those applying to the net worth 
accounts of the former. 

Ihe interrelationship between balance sheet and profit and loss 
equations is expressed below: 


BALANCE 

SHEET 

PROFIT 
AND LOSS 


ASSETS 

/\ 

Increase decrease 
debit credit 


LIABILITIES 

increase decrease 
credit debit 



NET PROFIT 

debit 


NET WORTH 

/\ 

increase decrease 
credit debit 

i i 

INCOME — CONSUMPTION 

credit debit 


Thus income is credited in the profit and loss account because an 
mcrease in net worth is credited in the balance sheet, and consumption 

nrofitHW t C T 6 a decrease in net worth ^ debited. Unless there are 
P ofit distributions or extraordinary items excluded from income and 
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expense, it follows that net profit, a debit in the profit and loss account 
is equal to the net debit to assets and liabilities in the balance sheet. 
Since the former is “saving” and the latter “investment,” these two 
quantities are also defined as equal. 

All other accounting statements covered in this book are closely related 
to one or both of these equations. Naturally, each statement tells a 
somewhat different story from the others, and debit and credit rules are 
adapted to the needs of that story. Nevertheless, the rules for some state¬ 
ments are basically similar to balance sheet rules, others to profit and 
loss rules, while still others combine them both. 

The business accountant’s statement of sources and uses of funds makes 
a selective application of debit and credit rules from both the balance 
sheet and profit and loss equations. Sources of funds may be either 
balance sheet or profit and loss credits. Decreases in assets (e.g., sold in 
exchange for new funds) or increases in liabilities (e.g., new borrowings) 
are balance sheet credits, but income items are profit and loss credits. 
Uses of funds are either balance sheet or profit and loss debits for similar 
reasons. 

The economist’s statement of sources and uses of funds also applies 
debit and credit rules from both equations. In the so-called nonfinancial 
transactions, sources of funds are either income items, similar to profit 
and loss credits, or sales of real assets (e.g., real estate transfers), which 
are akin to balance sheet credits. Likewise, nonfinancial uses of funds 
are similar to both profit and loss and balance sheet debits. In financial 
transactions, which consist only of movements in asset and liability 
accounts, the balance sheet rules apply. 

The sector accounts of the national product group are modeled after 
profit and loss statements. In general, debits reflect expenditures and 
net profit (or saving), while credits reflect incomes. The national income 
and product account is a combination of the productive items from the 
sector accounts and is therefore a giant profit and loss statement for the 
community. 

The saving and investment account, however, follows the balance sheet 
rules. On the debit side are recorded increases in assets, such as inven¬ 
tories, fixed capital (business purchases on capital account), and claims 
against foreigners (net foreign investment). On the credit side are 
increases in the net worths of different sectors (business saving, personal 
saving, and government saving). 

The balance of payments combines the debit and credit rules of both 
equations. Goods and services provided to others and donations received, 
which are credits on the balance of payments, may be thought of as 
incomes, which are credits to profit and loss. The same applies, mutaiis 
mutandis, to debits. Movements in capital and monetary gold, on the 
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other hand, apply the balance sheet rules. If the excess of a nation’s 
international assets over its international liabilities were termed its 
“international net worth,” the analogy to business statements would 
be complete. 

Finally, input-output tables also utilize the rules of both equations, 
with only a substitution of terms. “Input” means “debit,” and “output” 
means “credit.” All inputs are acquisitions either of fixed assets (balance 
sheet debits) or of current goods and services (profit and loss debits), 
while outputs cover dispositions of fixed assets (balance sheet credits) or 
provision of current goods and services to others (profit and loss credits). 

Each set of accounts is selective in the transactions covered and the 
manner of presentation. In order to focus on the relationship between 
economic activity and changes in financial patterns and debt burdens, 
the flow-of-funds accounts cover all transactions involving payment of 
money and credit, including movements in current production, existing 
real assets, and securities and other financial claims. The national product 
accounts, on the other hand, exclude interresident financial claims in order 
to concentrate on flows of current output. Because it pictures a country’s 
international economic position, the balance of payments is limited to 
transactions between residents and foreigners, but it covers both real and 
financial movements. Input-output tables, in which the physical inter¬ 
dependence of sectors is vividly constructed, cover data on interindustry 
flows of goods, services, and transfer payments but pay no heed to asset 
and liability claims. 

An accounting system is not a statistical series or a list of items moving 
independently of each other. The student interested solely in a country’s 
imports would do better to examine its trade statistics than its balance 
of payments, for the former contain detail on commodities and ports 
not covered by the latter. But the analyst interested in the relationship 
between imports and the level of international reserves, and in knowing 
other factors that mutually affect them, should consult the balance of 
payments. On account of the accounting definitions and the debit and 
credit rules that give them effect, items that cannot move independently 
of each other are accounted for in the same set of statements, and a 
knowledge of their technical relationships can be very important in 
economic analysis. 

The items covered in each accounting statement have been chosen so as 
to emphasize a set of relationships significant to a specific economic area. 
For example, the economist’s statement of funds covers those inter¬ 
dependent movements most helpful to analyses of the monetary scene. 
The balance of payments is a statement of the interrelationships among 
transactions that are most apt to affect, and be affected by, shifts in a 
country’s international position. 
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Not only is each set of accounts internally interrelated, but the four 
branches of social accounting—national income and product, balance of 
payments, flows of funds, and input-output tables—are themselves inter¬ 
dependent. Some transactions, such as a sale by industry to foreigners, 
can affect them all. When an analyst is interested in the effects of a given 
impetus on various areas of economic activity, he is likely to use two or 
more social accounting statements. 

For example, let us suppose a researcher wishes to trace the impact on 
all economic areas of an increased demand for exports. The balance of 
payments, of course, is the first place to look, for transactions are recorded 
in the export account. The effect on international reserves is revealed 
through the interrelationships within this statement. But the balance of 
payments—being an elaboration of the rest-of-the-world account—is not 
independent of the national product. If an increase in exports is all that 
has happened, the national product and the saving and investment 
accounts reveal a decline in business inventories. However, transactions 


do not take place singly, and it is likely that producers have anticipated 
the greater demand and are doing their best to keep inventories intact 
or increasing, through hiring more labor and services of other factors of 
production. More taxes may be involved as well, and the movements 
are filtered through the government and personal accounts. 

The additional expenditures, and provision of goods to foreigners, have 
an effect on flows of funds and the level of prices. Indeed, the same trans¬ 
actions (increase in exports, increase in services of factors of production, 
etc.) are entered in the fiow-of-funds accounts, where they are related to 
monetary movements. Through the financial transactions of different 
sectors, changes in money balances are classified by holders, and the 
participation of each one in the upward spiral is indicated. Money assets, 
moreover, are liabilities of the banking sector, whose financial trans¬ 
actions in the flow-of-funds accounts reflect, in effect, movements in the 
consolidated balance sheet for all banks in the country. Currency and 
deposit liabilities of the banking sector are closely related to their assets, 
which include member-bank reserves. These are liabilities of the Federal 


Reserve banks, and hence there is a link between the accounting state¬ 
ments of commercial and central banks. Through these various routes, 
the impact of increased exports is traced to Federal Reserve statements, 
where it can be related to the instruments of monetary policy. 

An increase in exports, of course, does not affect everyone in the same 
way. While it is likely that manufacturers will accelerate output and build 
up stocks, farmers—whose supply curves are generally less elastic—are 
apt instead to increase prices. With the assistance of appropriate price 
indices, the relative effects bn different industries can be traced through 


input-output tables. 



CONSISTENCY OF ACCOUNTING PRINCIPLES 489 

If the social accounts are to serve economists well, it is necessary that 
the compilers of each branch take others into account in determining 
their classifications. Data from one statement cannot easily be integrated 
with those from another unless transactions are classified similarly in the 
two systems. Residents must be defined consistently, for example, and 
the accounts must cover the same geographical territory. If imports are 
recorded f.o.b. in the balance of payments, they must not be reported c.i.f. 
in the flow-of-funds accounts or input-output tables. The inconsistent 
treatment of international donations in the United States national product 
and balance of payments accounts has already been cited (in Chapter 18) 
as a factor impeding (though not prohibiting) the use of the two sets 
together. 

Not only should the various branches of social accounting be consistent 
within a given country, but international comparisons demand that similar 
principles be applied to the accounts of different countries as well. The 
International Monetary Fund has already published a uniform system 
of accounts in its Balance of Payments Manual. Though different countries 
classify items differently in their official publications (e.g., one may enter 
international sales of electricity as a service and another as merchandise), 
the Fund makes every effort to reclassify data for its Balance of Payments 
Yearbook according to the uniform system. 

In 1953, the United Nations published A System of National Accounts 
and Supporting Tables as a model proposed for use in member and other 
countries. In addition to providing international uniformity of national 
product accounts, its widespread adoption would help consistency be¬ 
tween them and balance of payments statements, since the authors based 
their classifications of international transactions on the Fund’s Balance 
of Payments Manual. 

While much progress has been made in consistency between balance 
of payments and national product accounts, elaborate reconciliations are 
still necessary before these two systems can be integrated with input- 
output tables or flow-of-funds accounts. In the first place, the latter two 
systems are relatively underdeveloped and more complicated. Certain 
aggregations that are quite satisfactory for the national product can be 
adapted to flow-of-funds accounts or input-output tables only with further 
detail and additional breakdowns, which are frequently not available 
in the second place, variations in the purposes of the different accounts 
quire classifications that may be inconsistent with the aims of other 
sys ems. Aside from the practical considerations of data availability 
refore, the extent to which consistency can be achieved depends on a 
compromise between the specific objectives of individual systems and the 
aUnified ’ delusive set of social accounts. 

Both business and social accounts were born with the same intent, that 
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of measuring income and indicating its relationship to net worth, or 
wealth. Because of these common purposes, it is no accident that the 
same accounting rules should be applied to each system and that the 
national income and product accounts should grow up as first cousins 
to business profit and loss statements and balance sheets. Nevertheless, 
both businessman and economist have gradually widened the scope of 
accounting activity and achievement. 

Because the primary purpose of business enterprise is profit, business 
accounting has been developed through a more intensive application of 
its principles in its field of original endeavor. The development of cost 
accounts, financial statement analysis, statements of sources and uses of 
funds, consolidated statements, auditing practices, and the like are all 
intended to improve the measurement of an enterprise’s profit-making 
function and the manner in which it carries out its obligations to owners. 

Social accounts, however, are analytical tools extending into farther 
fields than the measurement of economic success in terms of profit, 
personal income, and accretion of wealth in the form of business invest¬ 
ment. In addition, economists are concerned with such social questions 
as the maintenance of full employment, prevention of an inflation that 
might distort equitable patterns of income distribution, the improvement 
of standards of living and trade relations among nations, an even, rather 
than highly cyclical, expansion of economic activity, and the like. These 
questions, in which economics overlaps with other social sciences, demand 
an extensive, rather than intensive, development of social accounting. 
Thus flow-of-funds accounts are born as a new tool in assessing monetary 
movements and monetary policies, and social accounting ceases to be 
solely a measure of real income and real wealth. Development of input- 
output tables attests to the interest of economists in interindustry 
relationships, and social accounting comes to embrace studies in the 
structure of the economy. 

Difficulties in collecting adequate data are the prime obstacle to 
improvement in the regularity and consistency of social accounting state¬ 
ments. In general, the social accounts are dependent on information 
originally compiled for a variety of other purposes, such as monetary 
control and administration of income tax laws, which are not always 
readily adaptable to economic concepts. On the other hand, the collection 
of a completely independent set of data is too costly an undertaking for 

governments or private investigators. 

The development of social accounting is related either to the advent 
of new statistics or to more ingenious ways of combining already available 
data. The first is a matter of good or ill fortune, as the case may be. 
Burdensome though they are on foreign trade, for example, the imposition 
of exchange controls, with accompanying new data on international 
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payments, was a statistical windfall to balance of payments compilers in 
many countries. Conversely, their removal creates the necessity to find 
alternative sources. 

The most impressive achievements in social accounting, however, 
result from the creation of new accounts and new procedures out of 
existing data. Thus national income accountants adapted to their own 
uses the information already being compiled from income tax returns, 
and balance of payments technicians converted customs and banking 
statistics into accounting statements. 

National product and balance of payments accounts have reached a 
certain maturity during the past three decades. Each has been regularly 
published in both the United States and other countries for a period of 
years, each has been influenced by private investigators as well as govern¬ 
ment agencies, and each has been tested by its application to a wide 
variety of economic and statistical studies. Fund flows and input-output 
tables, on the other hand, are still in their infancy. Only recently has an 
up-to-date series of flow-of-funds accounts been published, and these are 
relahvely untried in economic investigations. Input-output tables, on 
the other hand, while already extensively utilized in economic studies 
are as yet too complex to be published consistently on a year-to-year 
basis Nevertheless, the striking progress during recent years in the 
development of both systems justifies the expectation of further advances 
that will assure the early maturity of economic accounting 
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Business transfer payments, 125, 301 
(See also Donations; Loss on uncol¬ 
lectible accounts) 

Capital (see Investment; Net worth) 
Capital consumption allowance, 263, 
278, 287, 366 

on destroyed assets, 298, 302 
(See also Depreciation) 

Capital gains and losses, 99, 139-140, 
152-153, 161, 165, 170, 332 
Capital goods produced for own use, 
255-256, 292 

Chamber of Commerce, 331 

c.i.f. (cost, insurance, and freight), 394 

Claims, 18 

Commerce, Department of, 4, 7 

balance of payments, 387, 390-391, 
396, 399-400, 407, 419 
national product accounts, 253, 
276-278, 318-322, 326, 351 
Common-dollar accounting, 154-155 
Common stock, 88, 160, 168 
Compensatory official financing, 411-412 
Condition statement of Federal Reserve 
banks, 218 

Conservatism, 21, 53-54, 103, 116, 174 
Consolidated statements, 45-46, 235-271 
balance sheet, 236-245 
business income and product account, 
253-259, 278, 351-355 
business investment statement, 25&- 
261 

condition statement for banks and the 
monetary system, 227-229 
government receipts and expenditure 
account, 355-356 

personal income and expenditure ac¬ 
count, 279, 359-361 
profit and loss statement, 245-250 
saving and investment account, 275- 
276, 280-283, 364-366 
Consolidation, in flow-of-funds accounts, 
453, 457-458, 479-480 
in input-output tables, 445-446 
Construction, 294-296, 460 
Consumer credit, 456-457 
Consumption, by business enterprises, 51 
time relationship to cash outlay, 20- 
23, 33, 50-55 


Copeland, Morris A., 7, 75, 452 
Corporate profits, 349 
Corporate securities, 88-97 
in flow-of-funds accounts, 469 
(See also Bonds; Stocks) 

Corporation, definition, 87-88 
Cost, 177 

of goods manufactured, 178-181 
of goods sold, 49, 68, 70-71 
to manufacture, 179-180 
marginal, 195-199 

Cost, insurance, and freight (c.i.f.); 394 
Cost accounting, 177-195 
Currency and deposits, in flow-of-funds 
accounts, 455-456, 460 
money in circulation, 203, 221 
(See also Deposits) 

Current account, 420-421 
Current assets, 63-65, 141 
Current liabilities, 63-65, 143 
Current surplus of government enter¬ 
prises, 325, 354-355 
Customs Bureau, 3, 413 

Dartmouth College decision, 87, 91 
Debenture bonds, 88 
Debit and credit rules, 6 
in balance of payments, 382 
in balance sheet, 19-22, 32-33, 485 
in income statement, 30-33, 485 
Latin derivation, 19 
in national product sector accounts, 
278-283 

Deferred availability items, 213-215 
Deferred charges, 94, 142 
Deferred credits, 94, 146 
Deficit (see Surplus) 

Demand deposits, adjusted, 455 
Depletion, 332 
Deposits, demand, 455 
foreign, 211, 464 
time, 466-467 
Treasury, 204, 455 

Depreciation, 24, 57-58, 105, 111> 141, 
185 

allowance for, 27-28 
in statement of funds, 78-80, 164, 470 
(See also Capital consumption allow¬ 
ance) 
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Devaluation of currencies, 379 
Diplomatic expenditures abroad, 395 
Direct investment, 398-400, 408 
Direct investment income, 399-400 
Direct labor, 180, 184, 186-187 
Discounts and advances, 205 
Disposable income, 360-361 
Dividends, 117-118, 143 
in flow-of-funds accounts, 458-459 
in national product accounts, 317, 
329, 349, 371-372 

Donations, business transfer payments, 
125, 301 

of capital stock, 90-91, 160, 169 
in flow-of-funds accounts, 463-464 
government transfer payments, 326, 
356 

international, in balance of payments 
383-384,396-397 
in flow-of-funds accounts, 463-464 
in national product accounts, 318- 
322, 374-376 

Double entry, 3, 5-6, 18-19, 32 

Earned surplus, 90, 123, 125, 143, 161 
Employee compensation (see Wages and 
salaries) 

Enke, Stephen, 484 

Equalization reserves, 99-101, 137-138 
146 ' 

Equivalent costs, 186-187 
Errors and omissions, 413-414, 410-420 
statistical discrepancy, 353 
European Payments Union, 379 
Exchange Stabilization Fund, 454 
Exports, in balance of payments, 388- 
389 

in flow-of-funds accounts, 464 
in national product accounts, 289-290 

EXt ^no dinary gaiM and ,0sse8 < 101 » 137, 


Factors of production, 353 
Farm production, 303 
f.a.8. (free alongside ship), 393n. 
Federal obligations (see Government 
securities) 

Federal Reserve banks, 8, 18, 202-21 
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Federal Reserve Board, 3, 7, 214, 227 
(See also Flow-of-funds accounts) 
Federal Reserve Bulletin, 203 
Federal Reserve notes issued, 211 
Fictional theory, 91 
Fifo (first in, first out), 133-134, 183, 

186, 188 

Financial flows, 81-82, 156 
Finished goods, 185-187 
Finney, H. A., 37, 76 
First in, first out, 133-134, 183, 186, 188 
Fixed capital sector in inputr-output 
tables, 438-439 
Float, 215 

Flow-of-funds accounts, 81-85, 164-176, 
452-481 

banking sector, 454-455 

consolidation, 453, 457-458, 479-480 

construction, 460 

corporate securities, 469 

currency and deposits, 455-456, 460 

depreciation, 78-80, 164, 470 

dividends, 458-459 

donations, 463-464 

exports, 464 

gold, 467-468 

government expenditures, 462-463 
government securities, 464—465 
housing, 470 
imports, 464 
interbusiness sales, 457 
interest, 458-459, 466 
loans, 456-458, 466 
loss on uncollectible accounts, 85 
173-176, 470-471 
memorandum items, 479 
rent, 463 

sales by business, 456-467 
silver, 468-469 


taxes, 461-462 

valuation adjustment, 85, 173-176 471 
wages and salaries, 453-466 
withdrawals by proprietors, 168-169 
450 9 
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foreign deposits, 211, 464 
Foreign travel, 392 
Four-sector accounting, 276-285 
*Vee on board, 393-394, 432, 434 
Funcb (see Flow-of-funda accounts: 
statement of funds) 
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Gains, capital, 99, 139-140, 152-153, 

161, 165, 170, 332 
extraordinary, 101, 137, 302 
Gold, in balance of payments, 389-391 
in flow-of-funds accounts, 467-468 
monetary, 342, 389-391, 467-468 
in national product accounts, 332, 342 
nonmonetary gold movement, 390-391 
in statement of member-bank re¬ 
serves, 222 

Gold certificates, 204, 211 
Gold reserves, 408-409 
Goodwill, 89-90, 116, 150-151, 157, 165 
in consolidations, 240-242 
Government enterprises, 322-325 
current surplus of, 325, 354-355 
Government expenditures, in balance of 
payments, 395-396 
in flow-of-funds accounts, 462-463 
in national product account, 317-326 
Government income and expenditure 
account, 279 

Government investment, 296, 324 
Government purchases from abroad, 318 
Government receipts and expenditures 
account, 355-356 

Government sector in input-output 
tables, 439-440 

Government securities, in balance of 
payments, 398 

in flow-of-funds accounts, 464-465 
in foreign exchange reserves, 409 
and monetary policy, 205-210 
Government surplus, 279, 350 
Government transfer payments, 326, 356 
(See also Donations) 

Gross margin, 68 
Gross national product, 368-377 
Gross saving and investment account, 
275-276, 280-283, 364-366 

Hearst, W. R., 11-12 
Hicks, J. R., 40-41 
Households sector in input-output 
tables, 441 
Housing, 294-299 

Imports, in balance of payments, 389 
in flow-of-fund accounts, 464 


Imports, in input-output tables, 431-432, 
434-435 

in national product accounts, 293 
Imputations, of farm income, 303-304 
of interest, 304-307, 314-315 
of rent, 296,. 299 

Income of unincorporated enterprises, 
291-292, 301-302, 348 
Income and product statement, consoli¬ 
dated, 253-259 
of corporations, 123-139 
and cost accounts, 190-194 
proprietorships, 70-72 
Income statement of households, 28-30 
(See also Profit and loss statement) 
Indirect business taxes, 125, 298, 301, 
328 

Indirect labor, 180-181, 184 
Industrial sectors in input-output tables, 
431-438 

Input-output tables, 425-449 
fixed capital, 434, 438-439 
foreign expenditures, 440 
government expenditures, 439-440 
households sector, 441 
imports, 431-432 
inventories, 431, 436, 438 
and national product account, 443 
producer's value, 432 
purchaser’s value, 447-448 
subsidies, 435 

trade sector, 432, 434, 437-438 
transportation, 434, 436-437 
Insurance, 101, 111 

in balance of payments, 394-395 
of houses, 298 
life, 310-316 
Intangible assets, 141 

(See also Goodwill; Organization 
expense) 

Interdistrict settlement fund, 214 
Interest, 57, 115-116 

in balance of payments, 398 

and bond discount, 94 

on consumer loans, 330, 346, 362-364 

in flow-of-fund accounts, 458-459, 466 

government, 361-363 

in national product accounts, 299, 

329, 361-364 

International Bank for Reconstruction 
and Development, 379, 407 
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International Financial Statistics, 203 
International Monetary Fund, 203, 378- 
379, 387, 390-391, 395, 407-408, 

411, 421, 489 

International organizations, 328, 379, 
407-408 

International transfers (see Donations, 
international) 

Inventories, flow of costs, 190-191 
in input-output tables, 438 
intercompany profit, 238-239, 253-254 
production, 286-289 
purchases, 48 

valuation, 54, 103-104, 131-137, 152, 
165, 170, 194, 458 

Inventory valuation adjustment, 131— 

• 137, 152, 165, 170, 194, 458 

Investment, in balance of payments, 
388-390, 397-399 
businessman’s definition of, 37 
domestic and foreign, 281 
economist’s definition of, 34, 37-42 
gross, 38, 67, 275, 365-366 
in input-output tables, 442-443 
long-term, 141 
net, 38, 67, 275, 365-366 
in new vs. second-hand assets, 66-67 
and saving, 37-41 
(See also Net foreign investment) 
Investment income, direct, 399-400 
undistributed profits, 284-285 
(See also Dividends; Interest) 
Investment statement, of corporations, 
146-155 

of households, 39-40 
of proprietorships, 66 
Internal Revenue Service, 4 

Keynes, J. M., 39-40, 252 
Keynesian economics, 4, 9, 252 


Last in, first out, 133-134 
League of Nations, 378 
Leontief, Wassily, 425, 449 
Liabilities, 16, 18, 32 
Lifo (last in, first out), 133-134 
Limited liability, 87, 91 
Liquidity, 76 


Loans, bank, 456-457, 466 

long-term, in balance of payments, 
396-397 

Long-term investments, 141 
Loss, capital, 99, 139-140, 152-153, 161, 
165, 170, 332 

on uncollectible accounts, in flow-of- 
funds accounts, 85, 173-176, 470- 
471 

in national product accounts, 301 
in profit and loss statement, 56, 69, 
102-103 

(See also Business transfer pay¬ 
ments) 

Maintenance expense, 99-101 
Manufacturing cost, 179-180 
Marginal cost, 195-199 
Market value in social accounts, 54, 
131-137, 139-140, 154 
Marshall, Chief Justice John, 87 
Materials in cost accounts, 180, 186 
Member-bank reserves, 204, 219-226 
Memorandum items in flow-of-funds 
accounts, 479 

Military expenditures abroad, 395 
Miller, H. E., 37, 76 
Monetary gold, 342, 389-391, 467-468 
Money in circulation, 203, 221 
Moneyflows, 75 

(See also Flow-of-funds accounts; 
Statement of funds) 

Multilateral settlements, 414-420 


National income and product account, 
368-377 

National product accounts, and balance 
of payments, 6, 8, 379-382 
banks in, 304-307 
branch profits, 329, 349, 370-372 
business account, 351-355 
capital consumption, 263, 278, 287 
366 

on destroyed assets, 298, 302 
(See also Depreciation) 
capital goods, 255-256, 292-293 
construction, 294-296 
dividends, 317, 329, 349, 371-372 
donations, 318-322, 374-376 
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National product accounts, employee 
compensation, 286-289, 300, 316, 
318, 329, 346-348 
exports, 389-390 
farm production, 303 
gold, 332, 342 

government account, 355-356 
government enterprises, 322-325 
government expenditures, 317-326 
government subsidies, 435 
imports, 293 

and input-output tables, 443-444 
interest, 299, 329, 361-364 
inventories, 286-291 

(See also Inventory valuation ad¬ 
justment) 

life insurance, 310-316 
loss on uncollectible accounts, 301 
nonprofit institutions, 330-331 
personal account, 359-361 
rent, 297 

rest-of-the-world account, 356-358 
saving and investment account, 37-r \ 
41, 364-366 
social security, 300 
taxes, corporate profits, 127-131, 327, 
349 

indirect, 298, 301, 328 
personal, 327 

unincorporated enterprises, 291-292, 
301-302 

Net foreign investment, 282, 293, 329, 
350-351, 358-359, 391, 440 
Net withdrawals by proprietors in state¬ 
ment of funds, 168-169, 450 
Net worth, in corporate accounts, 88, 

92, 143 

definition, 16, 18, 32 
Nonfinancial flows, 81-82, 156 
Nonmonetary gold movement, 390-391 
Nonprofit institutions, 330-331 
Nontax payments, 301, 327 

Operating profit, 68, 479 
Operating sources and uses of funds, 
477-479 

Organization for European Economic 
Cooperation, 379, 418n. . - 

Organization expense, 92, 116, 138-139, 
151, 157-158, 168 


Other labor income, 300, 317-318, 331 
Overhead, 181, 184-185, 187 

Paid-in surplus, 91, 143, 160, 169-170 
Paton, W. A., 37 
Payroll (see Wages and salaries) 
Personal disposable income, 360-361 
Personal income and expenditure ac¬ 
count, 279, 359-361 
Personal saving, 279, 350 
Personal taxes, 327, 439 
Portfolio securities in balance of pay¬ 
ments, 397-398 
Postal Savings System, 454 
Preferred stock, 94, 160 
Prepaid expenses, 101, 141-142 
Private fixed capital in input-output 
tables, 438-439 

Producers’ value in input-output tables, 
432, 447-448 

Profit and loss on sale of assets, 99, 

139-140, 152-153, 161, 165, 170, 332 
Profit and loss accounts, 49, 68-70 
Profit and loss statement, of corpora¬ 
tions, 123-124 
equation, 485 
of proprietorships, 68-72 
Profits, of branches abroad (see Branch 
profits) 

undistributed, as business saving, 
284-285 

Profits tax, 105, 127-131, 327, 349 
Property tax, 55, 298 
Proprietor, definition, 43 
Purchasers’ values in input-output 
tables, 447-448 


Real assests, 18 

Redemption fund for Federal Reserve 
notes, 212 

Reinvested earnings in balance of pay¬ 
ments, 399-400 
(See also Profits) 

Rent, in flow-of-funds accounts, 463 
in national product accounts, 297 
Rental income of persons, 297, 348-349 
Reserve bank float, 215 
Reserves, in business accounts, 144-146 
for contingencies, 146 
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Reserves, in business accounts, equaliza¬ 
tion, 99-101, 137-138, 146 
liability, 105, 145 
net worth, 146 
for plant expansion, 114-115 
for profits tax, 105 
secret, 117, 142 
for sinking fund, 112-114 
valuation, 144 
foreign exchange, 408-409 
member-bank, 204, 219-226 
Residence, 406-408 

Rest-of-the-world account, 282, 356-359 
and balance of payments, 379-382 
in input-output tables, 440 
Revaluation surplus, 110-112, 152 


Salera, Virgil, 484 
Sales, 49, 289-292 

to business on capital account, 254- 
256, 292-293 
Sales taxes, 327-328 
Saving, and changes in bank balance. 
16, 41 

p-oss, 275, 365-366 
in income statement, 30-34 
in input-output tables, 442-443 
and investment, 37-41, 275-276 
and life insurance, 310-316 
net, 275-276, 365-366 
Saving and investment account, 275- 
276, 280-283, 364-366 
_ t input-output tables, 443 

Secret reserves, 117, 142 

Sectors, 272-273 

Securities (see Bonds; Corporate secu¬ 
rities; Government securities- 
Stocks) 

Securities and Exchange Commission, 

3, 116, 173n., 176 

Silver in flow-of-funds accounts, 468-469 
(oee also Treasury currency) 

Silver certificates, 204, 224 
Sinking fund, 112-114, 141 
Social security, 287-288, 300, 348, 359 
Sole proprietor, definition, 43 
Sources and uses of funds (eee Flow-of- 
funds accounts; Statement of funds) 
Statement of condition of Federal Re¬ 
serve banks, 218 


Statement of funds, 452-481 
of corporations, 155-176 
of proprietorships, 74-86 
(See also Flow-of-funds accounts) 
Statement of member-bank reserves 
Reserve bank credit, and related 
items, 219-227 
Statistical discrepancy, 353 
(See also Errors and omissions) 

Stocks, common, 88, 160, 168 
of corporations, 88 
of inventories (see Inventories) 
preferred, 94, 160 

Stocks sector in input-output tables, 438 
Subsidies from government, in input- 
output tables, 435 
in national product accounts, 303 
354-355 

Surplus, in balance of payments, 409- 
413 

earned, 90, 123, 125, 143, 161 
of Federal Reserve banks, 216 
government, 279, 350 
paid-in, 91, 143, 160, 169-170 
revaluation, 110 - 112 , 152 
Survey of Current Business, 253, 351 

Taxes, indirect, 125, 298, 301, 328 
in input-output tables, 432 
personal, 327, 439 
productiveness, 55-56, 374-375 
profits, 105, 127-131, 327, 349 
property, 55, 298 
sales, 327-328 

in statement of funds, 83, 168, 461- 
462 

Time deposits, 466-467 

Trade sector in input-output tables, 434 
437-438 

Transfer payments, 349-350 
business, 125, 301 
government, 326, 356 
(See also Donations; Loss on uncol¬ 
lectible accounts)» 

Trarmportation, in balance of payments, 
o91—394 

in input-output tablea, 434, 436-437 
Travel, 392 

Treasury, U.S., 3, 18, 220-225, 454-455 
Treasury cash, 222-225, 461 
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Treasury currency, 221, 223-224, 468- 
469 

Treasury deposits, 204, 455 
Treasury monetary funds, 220-225, 455, 
461 

Treasury stock, 91-92, 160, 169 
Trial balance, 105-106, 118-121 
Trust fund theory, 91 
Two-sector accounting, 273-276 

Uncollected items, 213-215 
Uncollectible accounts (see Loss) 
Undistributed profits as business saving, 
284-285 

United Kingdom, 410 
United Nations, 489 

Valuation accounts, 28, 91, 93, 102-104, 
137, 144, 152 


Valuation adjustment, for inventories, 
131-137, 152, 165, 170, 194, 458 
in statement of funds, 85, 173-176, 
471 

Venezuela, 6 


Wages and salaries, 50, 286-289, 346- 
348 

in flow-of-funds accounts, 453-455 
by government, 317 
of household servants, 329-330 
international, 328 
of nonprofit institutions, 331 
paid in kind, 316, 318 
Window dressing, 54, 110, 116 
Withdrawals by proprietors, 47 
in statement of funds, 168-169, 450 
Work in process, 179-180, 183-184 
Working capital, 65, 76, 156 
Worksheet, 25-28 
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